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DEPARTMENT  OF  ENERGY 
10  CFR  Part  376 

Outer  Continental  Shelf  Oil  and  Gas 
Leasing;  Variable  Work  Commitment 
Bidding  System  for  Outer  Continental 
Shelf  Oil  and  Gas  Leases 

AGENCY:  Department  of  Energy. 
action:  Final  rule. 

summary:  On  December  19, 1980,  the 
U.S.  District  Court  for  the  District  of 
Columbia  issued  an  order,  in  compliance 
with  an  opinion  of  the  U.S.  Court  of 
Appeals  for  theO.C.  Circuit,  requiring 
the  Department  of  Energy  (DOE)  to  issue 
a  proposed  regulation  implementing  the 
bidding  system  described  at  43  U.S.C. 
1337(a)(1)(G)  by  March  30, 1981,  and  a 
final  regulation  by  June  30, 1981. 

Pursuant  to  that  court  order,  DOE  issued 
a  proposed  rule  on  March  30, 1981  (46 
FR  20522,  April  3, 1981)  and  is  today 
issuing  the  final  regulation.  The  Solicitor 
General  appealed  the  Court  of  Appeals’ 
decision  to  the  Supreme  Court,  which 
granted  certiorari  on  April  6, 1981.  The 
case  is  expected  to  be  heard  in  the  fall 
term.  This  regulation  establishes  a 
bidding  system  for  use  in  lease  sales  of 
oil  and  gas  tracts  on  the  Outer 
Continental  Shelf  (OCS).  The  bidding 
system  (“variable  work  commitment 
bidding  system”)  uses  a  dollar  value 
exploration  work  commitment  as  the  bid 
variable,  the  basis  for  award  of  OCS  oil 
and  gas  leases,  and  requires  payment  of 
a  fixed  cash  bonus,  a  fixed  royalty,  and 
an  annual  rental  for  each  tract.  The 
bidding  system  also  makes  use  of 
sections  of  existing  accounting 
procedures,  codified  at  10  CFR  Part  390 
(45  FR  36784,  May  30, 1980),  to  identify, 
measure,  and  allocate  the  exploration 
expenditures  to  be  applied  in 
satisfaction  of  the  work  commitment. 

The  accounting  procedures  were  issued 
to  establish  the  method  for  calculating 
net  profit  share  payments  due  the 
United  States  under  leases  issued 
pursuant  to  profit  share  bidding 
systems. 

This  regulation  implements 
rulemaking  responsibilities  under 
section  8(a)  of  the  Outer  Continental 
Shelf  Lands  Act,  as  amended,  that  were 
transferred  to  DOE  under  sections 
302(b)  and  303(c)  of  the  Department  of 
Energy  Organization  Act. 

EFFECTIVE  DATE:  August  10, 1981. 

FOR  FURTHER  INFORMATION  CONTACT: 
Charles  M.  Smith,  (Office  of  Leasing 

Policy  Development),  Department  of 

Energy,  Room  2115, 1200  Pennsylvania 

Avenue,  N.W.,  Washington,  D.C. 

20461,  (202)  633-9373 


Sue  D.  Sheridan  (Office  of  General 
Counsel),  Department  of  Energy, 

Room  6E-042,1000  Independence 
Avenue,  S.W.,  Washington,  D.C. 

20582,  (202)  252-6667 
Milton  Jordan,  Director,  Division  of 
Freedom  of  Information  and  Privacy 
Acts  (Office  of  Administrative 
Services),  Department  of  Energy, 

Room  IE-190, 1000  Independence 
Avenue,  SW.,  Washington,  D.C.  20585. 
(202)  252-5955 
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I.  Introduction 

A.  General 

Sections  302  and  303  of  the 
Department  of  Energy  Organization  Act 
(DOE  Act,  Pub.  L.  95-91,  91  Stat.  578-580 
(42  U.S.C.  7152,  7153))  transferred  to  the 
Secretary  of  Energy  certain  authorities 
previously  held  by  the  Secretary  of  the 
Interior  under  the  Outer  Continental 
Shelf  Lands  Act  (OCSLA,  ch.  345,  67 
Stat.  462  (43  U.S.C.  1331  etseq.,  1953),  as 
amended  by  the  Outer  Continental  Shelf 
Lands  Act  Amendments  of  1978 
(OCSLAA,  Pub.  L.  95-372,  92  Stat.  629)), 
the  Mineral  Lands  Leasing  Act,  the 
Mineral  Leasing  Act  for  Acquired  Lands, 
the  Geothermal  Steam  Act  of  1970,  and 
the  Energy  Policy  and  Conservation  Act. 
Specifically,  with  respect  to  Federal 
leases  issued  under  these  statutes, 
section  302(b)  of  the  DOE  Act  authorizes 
the  Secretary  of  Energy  to  promulgate 
regulations  which  relate  to  the:  (1) 
fostering  of  competition  for  Federal 
leases  (including,  but  not  limited  to, 
prohibition  on  bidding  for  development 
rights  by  certain  types  of  joint  ventures); 
(2)  implementation  of  alternative 
bidding  systems  authorized  for  the 
award  of  Federal  leases;  (3) 
establishment  of  diligence  requirements 
for  operations  conducted  on  Federal 


leases  (including,  but  not  limited  to, 
procedures  relating  to  the  granting  or 
ordering  by  the  Secretary  of  the  Interior 
of  suspension  of  operations  or 
production  as  they  relate  to  such 
requirements);  (4)  setting  rates  of 
production  for  Federal  leases;  and  (5) 
specifying  the  procedures,  terms  and 
conditions  for  the  acquisition  and 
disposition  of  Federal  royalty  interests 
taken  in  kind. 

In  addition,  section  302(c)  of  the  DOE 
Act  grants  the  Secretary  of  Energy  the 
authority  to  establish  rates  of 
production  for  Federal  leases,  and 
section  303(c)(1)  permits  the  Secretary  to 
disapprove  any  term  or  condition  of  a 
Federal  lease  that  relates  to  DOE’s 
authority  to  promulgate  regulations 
under  section  302(b). 

According  to  a  schedule  established 
pursuant  to  section  18  of  the  OCSLA,  the 
Department  of  the  Interior  (DOI) 
periodically  offers  for  sale  oil  and  gas 
leases  for  tracts  on  the  OCS.  The  lease 
sale  is  the  culmination  of  a  series  of  DOI 
actions,  including  nominations  for  the 
inclusion  of  OCS  tracts  in  a  sale, 
geological/geophysical  analysis, 
preparation  and  publication  of  an 
Environmental  Impact  Statement  (EIS), 
public  hearings,  coordination  with  State 
officials  and  members  of  the  public, 
coordination  with  Federal  agencies,  the 
publication  of  a  notice  of  sale  in  the 
Federal  Register,  and  submission  of 
bids.  Bidders  submit  bids  on  the  basis  of 
the  bidding  system  that  is  applicable  to 
a  particular  tract  as  specified  in  the 
notice  of  OCS  lease  sale.  After  the  bids 
submitted  at  the  publicly  held  OCS 
lease  sale  are  opened  and  evaluated, 
leases  are  awarded  to  successful 
bidders  on  a  tract-by-tract  basis.  The 
bidding  system  used  also  determines  the 
method  by  which  the  successful  bidder 
pays  the  United  States  for  the  lease. 

B.  Bidding  System 

The  bidding  system  6r  systems  to  be 
utilized  by  DOI  in  each  OCS  lease  sale 
are  chosen  from  those  authorized  by  the 
OCSLA  and  prescribed  by  DOE 
regulation  (10  CFR  Part  376).  The 
Secretary  of  Energy  is  specifically 
authorized  by  section  302(b)  of  the  DOE 
Act  to  promulgate  regulations  under  the 
OCSLA  implementing  bidding  systems. 
DOE  has  promulgated  regulations 
implementing  five  of  the  bidding 
systems  authorized  by  section  8(a)(1)  of 
the  OCSLA.  On  February  5, 1980,  DOE 
issued  final  regulations  implementing 
three  bidding  systems:  (1)  cash  bonus 
bid  with  a  fixed  royalty;  (2)  royalty  bid 
with  a  fixed  cash  bonus;  and  (3)  cash 
bonus  bid  with  a  fixed  sliding  scale 
royalty  (45  FR  9536.  February  12, 1980). 
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On  May  14, 1980,  DOE  issued  a  final 
regulation  implementing  a  fourth  bidding 
system,  cash  bonus  bid  with  a  fixed  net 
profit  share  (45  FR  36784,  May  30, 1980). 
These  systems  implement,  respectively, 
sections  (a)(1)(A)— (D)  of  the  OCSLA. 

In  addition,  in  compliance  with  the 
U.S.  District  Court  order,  DOE  on  May 
22, 1981,  issued  a  regulation  that 
establishes  a  fifth  OCS  bidding  system. 
This  system  (“variable  net  profit  share”) 
uses  a  percentage  of  net  profits  as  the 
bid  variable  and  also  requires  payment 
of  a  fixed  cash  bonus  for  each  tract  (46 
FR  29680,  June  2, 1981).  That  system 
implements  section  8(a)(1)(E)  of  the 
OCSLA. 

The  bidding  system  established  by 
this  regulation  is  authorized  by  section 
8(a)(1)(G)  of  the  OCSLA,  which 
authorizes  the  use  of  a  bidding  system 
with  a  "work  commitment  bid  based  on 
a  dollar  amount  for  exploration  with  a 
fixed  cash  bonus  and  a  fixed  royalty  in 
amount  or  value  of  the  production 
saved,  removed,  or  sold.” 

Pursuant  to  section  5(a)  of  the 
OCSLA,  as  amended,  a  copy  of  the 
proposed  variable  work  commitment 
bidding  system  regulation  was 
forwarded  to  the  Attorney  General  for 
review  of  any  aspect  of  the  proposed 
bidding  system  that  may  affect 
competition.  No  response  has  been 
received.  DOE  has  consulted  with  DOI 
in  the  preparation  of  this  regulation, 
given  its  views  careful  consideration, 
and  incorporated  into  the  regulation  and 
preamble  a  number  of  DOI‘s 
suggestions. 

C.  Mandate  of  the  U.S.  Court  of  Appeals 

On  June  22, 1979,  Energy  Action 
Educational  Foundation,  with  several 
other  parties,  filed  an  action  in  the  U.S. 
District  Court  for  the  District  of 
Columbia  which  sought  to  halt  further 
sales  of  OCS  leases  and  to  upset  past 
sales  on  the  basis  of  alleged  violations 
of  the  OCSLA.  Plaintiffs  claimed,  inter 
alia,  that  the  Secretary  of  Energy  had 
violated  the  OCSLA  through  failure  to 
issue  regulations  for  certain  bidding 
systems  authorized  by  the  OCSLAA, 
including  the  system  employing  work 
commitment  as  the  bid  variable  (section 
8(a)(1)(G)). 

On  September  17, 1980,  the  U.S. 
District  Court  denied  plaintiffs  request 
to  enjoin  scheduled  OCS  lease  sales. 
The  U.S.  Court  of  Appeals  for  the  D.C. 
Circuit  affirmed  the  District  Court’s 
refusal  to  grant  the  injunction,  but 
retained  jurisdiction  and  proceeded  to 
address  certain  issues  on  the  merits. 

On  October  30, 1680,  the  Court  of 
Appeals  ruled  that  the  Secretary  of 
Energy  had  violated  the  provisions  of 
the  OCSLA  by  failing  to  issue  certain 


bidding  system  alternatives  enumerated 
in  the  OCSLA  [Energy  Action 
Educational  Foundation  v.  Andrus  (No. 
80-2127,  D.C.  Cir.,  October  30, 1980)). 

The  Court  found  in  the  language  and 
legislative  history  of  the  OCSLAA  .  . 
a  Congressional  imperative  to 
promulgate  regulations,  as  a  necessary 
prelude  to  experimentation,  involving 
non-cash  bonus  statutory  bidding 
alternatives  .  .  .”  [Slip  op.,  at  41).  The 
Court  concluded  that,  in  order  to 
accomplish  the  required 
"experimentation"  within  the  five-year 
period  set  out  in  the  OCSLAA,  DOE 
must  fulfill  its  obligation  to  promulgate  a 
regulation  establishing  a  variable  work 
commitment  bidding  system  “.  .  .  with 
the  maximum  possible  speed  consistent 
with  procedural  and  statutory 
rulemaking  requirements.”  [Slip  op.,  at 
42.)  In  addition,  the  Court  noted  that 
injunctive  relief  for  future  OCS  lease 
sales  might  be  appropriate  if  the 
regulatory  process  for  these  two  bidding 
system  alternatives  was  not  completed 
by  mid-1981. 

The  Court  of  Appeals  remanded  the 
case  to  the  U.S.  District  Court  for  the 
District  of  Columbia,  and  directed  the 
District  Court  to  establish  a  precise 
timetable  for  the  issuance  of  regulations 
implementing  the  variable  net  profit  and 
variable  work  commitment  bidding 
systems  described  in  sections  8(a)(1)  (E) 
and  (G)  of  the  OCSLA  before  further 
OCS  lease  sales  take  place  in  1981. 

On  December  19, 1980,  the  U.S. 

District  Court  ordered  the  Secretary  of 
Energy  to  issue  a  proposed  regulation 
implementing  a  variable  net  profit  share 
bidding  system  by  February  28, 1981, 
with  a  final  regulation  to  be  issued  by 
May  25, 1981.  The  Court  further  ordered 
that  a  proposed  regulation  implementing 
the  variable  work  commitment  bidding 
system  be  issued  by  March  30, 1981,  and 
a  final  regulation  by  June  30, 1981.  In 
response  to  the  Court  order,  DOE  issued 
on  May  22, 1981,  a  final  regulation 
implementing  a  variable  net  profit  share 
bidding  system  (46  FR  29680,  June  2, 
1981).  On  March  30, 1981,  DOE  issued  a 
proposed  regulation  (46  FR  20522,  April 
3, 1981)  to  establish  a  variable  work 
commitment  bidding  system.  The 
regulation  issued  today  is  DOE’s  final 
response  in  compliance  with  the  Court 
order. 

On  February  3, 1981,  the  Department 
of  Justice  notified  the  District  Court  that 
the  government  had  decided  to  seek 
Supreme  Court  review  of  the  decision  of 
the  Court  of  Appeals.  The  Solicitor 
General  sought  review  of  the  Court  of 
Appeals  decision  by  filing  a  petition  for 
a  writ  or  certiorari,  which  the  Supreme 
Court  granted  on  April  6, 1981.  The  case 


will  be  heard  in  the  October  term  of  the 
Supreme  Court. 

II.  Analysis  of  Public  Comments 

A.  General  Reactions  to  Proposed 
Regulation 

As  has  been  noted  previously,  the 
proposed  variable  work  commitment 
bidding  system  regulation  was  issued  on 
March  30, 1981  (46  FR  20522,  April  3, 
1981).  The  public  comment  period  was 
initially  scheduled  to  close  on  April  29, 
1981.  However,  by  notice  published  in 
the  Federal  Register  on  April  24, 1981  (46 
FR  23266),  DOE  extended  the  public 
comment  period  to  May  6, 1981.  A  public 
hearing  was  scheduled  to  be  held  in 
Washington,  D.C.,  on  April  28, 1981,  to 
allow  interested  parties  an  opportunity 
to  present  oral  testimony  regarding  the 
proposed  bidding  system.  Due  to  a  lack 
of  interest,  however,  DOE  cancelled  the 
public  hearing  also  by  notice  in  the 
Federal  Register  of  April  24, 1981  (46  FR 
23266). 

In  response  to  the  proposed 
regulation,  written  comments  were 
received  from  sixteen  private  energy 
related  firms  and  one  Federal  agency. 

The  issues  raised  in  the  comments  on 
the  proposed  rule  can  be  roughly 
categorized  into  several  general  areas  of 
concern  which  are  discussed  in  this 
section  of  the  preamble.  More  specific 
comments  and  recommendations 
regarding  the  design  of  the  proposed 
variable  work  commitment  bidding 
system  regulation  will  be  discussed  in 
detail  in  Section  III.  A.  of  the  preamble. 

In  addition  to  general  comments  on 
the  proposal,  DOE  also  received 
responses  to  the  eighteen  specific 
questions  set  forth  in  the  Notice  of 
Proposed  Rulemaking  to  assist  DOE  in 
the  preparation  of  the  final  rule  and  to 
assist  DOI  in  identifying  those  future 
lease  sales  in  which  this  bidding  system 
might  be  most  appropriately  used. 

The  vast  majority  of  comments 
asserted  that  use  of  this  bidding  system 
would  not  achieve  the  effects  that 
Congress  intended  in  adopting  the 
OCSLAA,  i.e.,  an  increase  in 
competition  for  OCS  leases,  an  increase 
in  the  amount  of  OCS  exploration,  or  an 
increase  in  the  number  of  oil  and  gas 
discoveries. 

Eleven  of  the  seventeen  comments 
submitted  expressed  significant 
opposition  to  the  issuance  and 
subsequent  use  of  a  variable  work 
commitment  bidding  system  in  any  form. 
The  majority  of  the  comments  expressed 
strong  reservations  about  the  increased 
administrative  burdens  on  both  industry 
and  government  which  this  system 
would  impose. 
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Two  comments  stated  that  the 
variable  work  commitment  bidding 
system  might  be  acceptable  if  redrafted 
to  ameliorate  some  of  the  difficulties 
they  believe  would  result  if  the  system 
is  used  as  proposed.  Other  comments, 
while  not  necessarily  favoring  the 
issuance  of  the  variable  work 
commitment  bidding  system,  stated  that 
of  all  the  alternatives  to  the  cash  bonus 
bid-fixed  royalty  system  authorized  by 
§  8(a)(1)(A)  of  the  OCSLA.  this  system 
provided  the  best  potential  for  reducing 
high  front-end  cash  payments.  One  of 
those  comments  also  stated  that, 
because  the  cash  bonus  bidding  system 
has  proven  itself,  over  time,  to  be  the 
most  effective  bidding  system,  it  should 
remain  the  predominant  system  used  in 
OCS  lease  sales.  The  other  comment 
which  indicated  a  qualified  preference 
for  this  system  stated  that  it  presents 
fewer  disincentives  to  efficient 
exploration  and  development  of  the 
OCS  than  the  other  alternatives  to  the 
cash  bonus  bidding  system.  Two 
comments  did  not  take  a  position  on  the 
overall  merits  of  the  proposed  bidding 
system,  only  providing  comments  or 
suggestions  on  specific  features  of  the 
proposal. 

In  apparent  reaction  to  the  fact  that 
this  is  an  untried  bidding  system,  no 
comparable  system  having  been  used 
previously  to  provide  empirical  data  on 
its  impacts,  only  one  of  the  comments 
attempted  to  quantify  the  effects  of  the 
application  of  this  bidding  system.  All 
other  respondents  submitted  statements 
reflecting  their  best  thinking  as  to  the 
potential  effects  of  the  use  of  this 
bidding  system  for  awarding  OCS  oil 
and  gas  leases. 

B.  Effects  on  Exploration  and 
Development 

The  report  to  accompany  H.R.  1614  on 
the  Outer  Continental  Shelf  Lands  Act 
Amendments  of  1977  (H.R.  Rep.  No.  95- 
590,  95  Cong.,  1st  Sess.  (1977)),  issued  by 
the  Ad  Hoc  Select  Committee  on  the 
Outer  Continental  Shelf  stated  the 
Committee’s  belief  that  the  use  of  the 
variable  work  commitment  bidding 
system  .  .  would  encourage  rapid  and 
extensive  exploration  and  development 
of  our  off-shore  resources.  With  more 
funds  committed  to  exploration,  it  could 
reasonably  be  expected  that  the 
discovery  rate  and  production  time 
schedules  will  be  substantially 
accelerated.”  (H.R.  Rep.  No.  95-590,  at 
136). 

Sixteen  of  the  comments  addressed 
the  issue  of  whether  or  not  they  believed 
that  use  of  the  proposed  regulation 
would  result  in  accelerated  exploration 
and  production  and  increased  oil  and 
gas  discoveries.  With  respect  to  specific 


impacts  on  exploration  behavior, 
discussed  below,  there  was  significant 
diversity  of  opinion  expressed  in  the 
comments.  Thirteen  of  the  comments 
addressing  this  issue  contended  that  the 
proposed  regulation  would  have  little  or 
no  effect  in  the  areas  of  accelerated 
discoveries  and  production.  One 
comment  stated  that  while  the  system 
might  result  in  a  small  number  of 
additional  discoveries  because  more 
wells  would  be  drilled,  there  is  little 
chance  that  additional  discoveries 
would  result.  Another  comment  stated 
that  the  variable  work  commitment 
bidding  system  could  encourage 
exploration  of  marginal  tracts,  but  only 
if  used  in  conjunction  with  a  low  fixed 
cash  bonus  and  a  one-eighth  royalty. 

One  comment  stated  that  the  proposed 
system  might  produce  the  desired  effects 
envisioned  by  Congress,  but  only  in 
frontier  areas. 

Of  the  13  comments  which  indicated 
that  the  application  of  this  bidding 
system  would  not  result  in  increased 
exploration  or  in  additional  discoveries 
of  oil  or  gas,  three  expressed  the  related 
concern  that  use  of  the  system  could 
also  deter  unitization.  One  of  the  three 
indicated  that  this  tendency  might  be 
ameliorated  if  only  one  type  of  bidding 
system  was  used  in  any  given  basin. 
Three  comments  stated  that  the  cash 
bonus  bid-fixed  royalty  system  offers 
sufficient  incentives  to  develop  leases 
quickly,  and  that  no  new  bidding 
systems  were  necessary.  These 
comments  predicted  that  tracts  leased 
under  cash  bonus  bidding  systems 
would  be  developed  earlier  than  tracts 
leased  under  systems  which  require 
little  or  no  front-end  cash  bonus 
payments. 

Fifteen  comments  also  addressed  the 
more  specific  issue  of  this  bidding 
system’s  effect  on  a  lessee's  exploration 
behavior  and,  in  particular,  on  whether 
or  not  the  work  commitment  bidding 
system  would  lead  to  inefficient 
exploration  of  the  total  OCS.  Fourteen 
stated  that,  for  various  reasons,  this 
bidding  system  would  have  a  negative 
impact  on  exploration.  Ten  respondents 
believed  that  this  system  would  lead  to 
excessive  exploration.  Several 
comments  contended  that  firms  holding 
leases  issued  under  this  system  would 
regard  the  work  commitment  merely  as 
a  deferred  or  delayed  bonus  payment 
and  would  give  priority  to  development 
of  cash  bonus  bid  leases.  Others 
believed  that,  in  a  situation  where  prior 
drilling  or  drilling  on  adjacent  tracts 
would,  under  normal  circumstances, 
indicate  that  further  exploration  was  not 
economically  justified,  companies  with 
work  commitment  leases  would  tend  to 


do  additional  drilling  in  order  to  write 
off  additional  expenses  against  their 
work  commitment.  Two  comments 
stated  that  the  variable  work 
commitment  bidding  system  would 
produce  distortions  in  the  allocation  of 
resources  on  the  OCS  to  the  detriment  of 
overall  OCS  exploration  and 
development.  This  was  based  on  the 
respondents’  belief  that,  since  the  work 
commitment  system  in  effect  provides  a 
50  percent  government  subsidy  for  all 
qualifying  exploration  activities,  there 
are  fewer  economic  deterrents  to 
inefficient  exploration  or  inefficient 
ordering  of  tract  development  than 
under  other  bidding  systems.  Another 
respondent  felt  production  would  be 
delayed  because  lessees  would  attempt 
to  complete  all  possible  exploration 
activities  before  initiating  activities  that 
would  bring  the  lease  into  commercial 
production,  in  order  to  insure  that  as 
much  of  their  exploration  expense  as 
possible  could  be  written  off  against  the 
work  commitment.  Twelve  comments 
contended  that  the  work  commitment 
bidding  system  would  cause  delays  in 
development.  Six  stated  that  work 
commitment  tracts  would  be  set  aside 
for  later  development.  Other  comments, 
however,  indicated  that  the  converse 
would  occur  because  resources  would 
be  diverted  from  more  desirable  tracts 
to  those  under  work  commitment  leases. 
One  firm  stated  that  the  work 
commitment  bidding  system  would  have 
no  appreciable  effect  on  OCS 
exploration.  Another  comment 
contended  that  the  variable  work 
commitment  bidding  system  would  .  . 
not  cause  inefficient  exploration  on 
leases  issued  under  this  system  and  .  .  . 
no  detrimental  effect  is  anticipated  on 
overall  OCS  activities.”  Related  to  that, 
another  comment  stated  that  there 
would  ".  .  .  be  no  real  economic  benefit 
for  a  lessee  that  would  encourage  such 
lessee  to  ‘over-explore’  a  lease.”  One 
firm  also  stated  that  the  system  should 
be  used  as  little  as  possible  in  order  to 
minimize  inefficient  exploration.  None 
of  the  comments  offered  suggestions  as 
to  changes  to  be  made  in  the  basic 
structure  of  the  regulation  to  avoid  the 
perceived  negative  effects  on 
exploration  behavior. 

DOE's  analysis  of  the  range  of  effects 
shows  that,  on  the  OCS  as  a  whole,  use 
of  the  variable  work  commitment 
bidding  system  will  not  appreciably 
increase  the  level  of  exploration  or  the 
number  of  discoveries.  However,  the 
analysis  does  show  that,  if  the  bidding 
system  is  used  selectively,  there  may  be 
slight  increases  in  the  level  of 
exploration  [i.e„  the  number  of 
exploratory  wells  drilled).  In  addition, 
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use  of  this  bidding  system  may  also  lead 
to  inefficiencies  in  exploration  of  the 
OCS.  For  example,  due  to  the  subsidy 
aspect  of  the  variable  work  commitment 
bidding  system,  firms  may  drill  wells 
that  they  would  not  have  under  the  cash 
bonus  bid-fixed  royalty  system,  and 
physical  resources  may  not  be  allocated 
in  the  most  efficient  manner.  The  impact 
on  exploration  is  discussed  in  greater 
detail  in  Section  III.  B.  of  the  preamble. 

C.  Effects  on  Competition 

In  its  opinion  ordering  DOE  to 
promulgate  a  variable  work  commitment 
bidding  system  regulation,  the  U.S. 

Court  of  Appeals  concluded  from  the 
legislative  history  of  the  OCSLAA  that 
use  of  non-cash  bonus  bidding  systems 
would  stimulate  competition  in  OCS 
lease  sales,  through  reduction  in  the 
front-end  cash  bonuses  needed  to 
acquire  OCS  leases.  This  conclusion 
found  little  support  in  the  comments, 
and  is  not  supported  by  DOE’s  own 
analysis. 

In  their  discussions  of  whether  or  not 
the  variable  work  commitment  bidding 
system  will  lead  to  increased 
competition  on  the  OCS,  the  majority  of 
respondents  who  commented  on  this 
issue  predicted  that  it  would  not 
increase  competition  for  OCS  leases. 
They  generally  believed  that  the  barriers 
to  participation  in  OCS  lease  sales  were 
less  the  product  of  the  particular  bidding 
system  used  than  of  the  considerable 
economic  risks  involved  in  the 
exploration  and  development  of  an  OCS 
lease. 

Two  comments,  however,  did 
anticipate  that  use  of  the  variable  work 
commitment  bidding  system  might 
increase  competition,  but  stated  that  it 
would  be  insignificant  if  it  occurred  at 
all.  One  company  stated  that  although 
the  work  commitment  bidding  system 
would  enhance  the  ability  of  smaller 
firms  to  participate  in  OCS  lease  sales, 
they  would  nevertheless  be  skeptical  of 
this  untried  system  and  would  therefore 
be  hesitant  to  bid  on  such  leases. 

DOE  is  in  substantial  agreement  with 
many  of  the  comments  regarding  the 
minimal  benefits  in  terms  of  competition 
likely  to  be  achieved  through  use  of  this 
system.  As  evidenced  by  the  preamble 
to  the  notice  proposing  this  regulation,  it 
is  not  DOE’s  position  that  this  regulation 
will  necessarily  enhance  competition  for 
OCS  leases,  however,  defined. 

Neither  does  DOE  contend  that 
lowering  the  front-end  costs  of  lease 
acquisition  will  remove  all  barriers  to 
fuller  participation  on  the  OCS  for 
smaller  firms.  In  this  connection,  DOE 
notes  the  widespread  availability  of 
opportunities  for  smaller  companies  to 
participate  in  OCS  exploration  and 


development  through  formation  of  joint 
ventures.  DOE  agrees,  however,  that  this 
regulation  may  to  some  extent  reduce 
the  barriers  to  entry  created  by  a  large 
cash  bonus;  companies  will  have 
somewhat  more  flexibility  in  deciding 
whether  to  bid  alone  or  jointly,  how 
many  partners  to  include  in  a  joint 
venture,  and  what  percentage  of  the  bid 
to  control.  In  providing  this  flexibility, 
new  firms  considering  investment  in  the 
OCS  may  be  better  able  to  participate  in 
OCS  lease  sales. 

In  response  to  DOE’s  request  for 
comments  on  the  relative  merits  and 
effects  of  using  this  bidding  system  in 
mature  areas  as  compared  to  frontier 
areas,  a  wide  range  of  comments,  often 
contradictory,  was  received.  While 
several  comments  recommended  that  its 
use  should  be  limited  to  frontier  areas, 
where  risks  and  exploration  costs  are 
higher,  several  said  it  should  not  be 
used  at  all,  because  it  will  not  have  any 
positive  benefits.  One  indicated  no 
particular  preference  but  added  that 
only  the  least  attractive  tracts  should  be 
offered  under  this  system.  One  stated 
that,  if  the  system  is  used  in  mature 
areas,  it  should  not  be  used  next  to 
producing  tracts.  One  suggested  that  the 
frontier  areas  are  those  least  amenable 
to  development  by  smaller,  marginally 
qualified  companies.  These  are  the 
firms,  however,  that  Congress  intended 
to  assist  in  obtaining  OCS  leases  by 
lowering  the  front-end  cash  bonus, 
which  it  perceived  to  be  a  significant 
barrier  to  entry  by  small  firms. 

DOE’s  analysis  indicates  that,  in 
administering  the  lease  sale  program, 
DOI  may  be  able  to  enhance 
competition  under  the  variable  work 
commitment  bidding  system  by  tailoring 
the  amount  of  the  fixed  cash  bonus  to 
the  specific  OCS  tract  or  tracts  to  be 
leased.  As  a  whole,  however,  it  is  DOE’s 
opinion  that  competition  on  the  OCS 
will  not  be  enhanced  through  the  use  of 
the  variable  work  commitment  bidding 
system. 

In  addition,  DOE’s  analysis  indicates 
that,  with  respect  to  moderate  cost 
regions  [i.e..  Gulf  of  Mexico),  use  of  the 
variable  work  commitment  bidding 
system  coupled  with  a  low  cash  bonus 
may  result  in  greater  competition  than  if 
the  traditional  cash  bonus  bid  with  a 
fixed  royalty  were  utilized.  However, 
DOE  believes  that  in  any  other  area 
there  would  be  no  perceptible  increase 
in  competition  even  if  the  level  at  which 
the  cash  bonus  is  set  is  varied.  For  a 
more  extensive  discussion  of  the  effects 
on  competition  that  the  variable  work 
commitment  bidding  system  would  have 
see  section  III.  B.  of  the  preamble. 


D.  Effects  on  Net  Return  to  the 
Government 

Responses  to  DOE's  question 
concerning  the  impact  of  the  variable 
work  commitment  bidding  system  on  net 
returns  to  the  government  were  mixed. 

Of  those  who  commented  on  this  issue, 
half  stated  that  Federal  revenues  would 
be  reduced.  Several  comments  stated 
that  use  of  the  work  commitment  system 
would  have  no  appreciable  effect  on 
Federal  revenues.  Only  one  comment 
predicted  that  revenues  would  increase. 
One  other  indicated  that  revenues  might 
increase,  but  this  prediction  was  limited 
to  tracts  in  the  Gulf  of  Mexico,  where 
the  resource  and  extent  of  expected 
exploration  is  relatively  well  known. 

Of  those  who  stated  that  Federal 
revenues  would  decrease  under  the 
work  commitment  system,  some 
suggested  the  amount  of  the  decrease 
would  depend  in  part  on  the  levels  at 
which  the  fixed  cash  bonus  and  the 
royalty  rate  are  fixed.  This  observation 
was  based  on  the  assumption  t^at 
higher  bonuses  and  royalty  rates  would 
tend  to  increase  receipts.  However, 
others  commented  that  the  high  cash 
bonuses  and  royalty  rates  would  have 
the  unwanted  effect  of  discouraging 
potential  bidders  from  participating  in 
lease  sales.  One  respondent  who 
expected  revenues  to  remain  constant 
stated  that,  to  the  extent  that  over¬ 
exploration  occurs,  receipts  might 
decrease. 

DOE  agrees  with  the  majority  of  the 
respondents  who  indicated  that,  in  most 
instances,  use  of  the  work  commitment 
bidding  system  instead  of  the  cash 
bonus  bid-fixed  royalty  bidding  system 
will  result  in  reduced  Federal  revenues. 
While  DOE’s  analysis  indicates  that 
losses  in  government  revenues  can  be 
offset  to  a  limited  degree  by  tailoring  the 
amount  of  the  fixed  cash  bonus  to  the 
area  to  be  leased,  the  system's  ability  to 
achieve  other  objectives  decreases. 
DOE’s  analysis  indicates  that  the 
variable  work  commitment  bidding 
system  is  not  likely  to  outperform  the 
cash  bonus  bid-fixed  royalty  bidding 
system  insofar  as  revenues  are 
concerned  (for  a  more  detailed 
discussion,  see  III.  B.). 

DOE  agrees  with  the  comment  which 
stated  that  DOI  will  not  be  able  to  “fine 
tune”  the  bidding  system  to  the  extent 
necessary  to  entirely  offset  expected 
losses  in  revenues.  DOI  does  not  have 
the  geologic  resource  data  necessary  to 
accomplish  this.  This  is  especially  true 
with  respect  to  frontier  regions  which 
are,  by  definition,  the  areas  in  which 
resource  information  is  either  scanty  or 
non-existent. 
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In  summary,  therefore,  DOE  does  not 
expect  use  of  the  variable  work 
commitment  bidding  system  to  increase 
net  Federal  revenues  from  OCS  leases. 

E.  Accounting  Procedures 

In  order  to  determine  which 
expenditures  may  be  applied  in 
satisfaction  of  the  work  commitment 
and  the  method  for  calculating  those 
expenditures,  DOE  has  determined  that 
several  sections  of  the  accounting 
procedures  established  for  use  with  net 
profit  share  bidding  systems  and 
codified  in  10  CFR  Part  390  are 
appropriate  for  use  in  connection  with 
the  work  commitment  bidding  system. 
Specifically,  DOE  is  adopting  for  use  in 
conjunction  with  this  bidding  system  the 
general  cost  categories  entitled 
“Schedule  of  allowable  direct  and 
allocable  joint  costs  and  credits”  (10 
CFR  390.011(a)-(n)  and  (p)), 

“Unallowable  costs”  (10  CFR  390.013), 
“Allocation  of  joint  costs  and  credits” 

(10  CFR  390.014),  and  “Pricing  of 
materiel  purchases,  transfers,  and 
disposition”  (10  CFR  390.015). 
Identification,  measurement,  or 
allocation  of  expenditures  allowable  in 
satisfaction  of  the  work  commitment 
shall  be  made  in  accordance  with  those 
sections,  except  as  those  sections 
prescribe  a  specific  accounting 
procedure  for  determining  net  profit 
share  payments  to  the  government. 
Section  390.011(o)  is  not  adopted  for  use 
in  this  regulation,  as  it  relates  primarily 
to  costs  incurred  during  development 
and  production  rather  than  those 
exclusively  associated  with  exploration 
activities.  For  purposes  of  this 
regulation,  any  references  to  a  net  profit 
share  lease  (NPSL)  and  its  associated 
activities  that  are  contained  in  those 
sections  are  deemed  to  refer  to  a  lease 
issued  under  a  work  commitment 
bidding  system  and  its  associated 
activities. 

The  cost  categories  identified  above 
generally  follow  accepted  industry 
accounting  practices  as  set  out  in 
procedures  of  the  Council  of  Petroleum 
Accounting  Societies  of  North  America 
(COPAS).  A  fuller  explanation  of  the 
basis  for  the  selection  of  the  cost 
categories  may  be  found  in  the  preamble 
to  the  "Fixed  Net  Profit  Share  Bidding 
System  for  Outer  Continental  Shelf  Oil 
and  Gas  Leases  and  Accounting 
Procedures  for  Determining  Net  Profit 
Share  Payments”  (45  FR  36784,  May  30, 
1980).  DOE  believes  that  these  cost 
categories  accurately  represent  those 
costs  associated  with  exploration, 
development,  or  production  of  an  OCS 
tract.  As  utilized  in  conjunction  with  this 
regulation,  these  cost  categories  provide 
a  mechanism  for  identifying,  measuring. 


or  allocating  expenditures  incurred  by  a 
lessee  in  performing  certain  qualifying 
exploration  activities  in  order 
subsequently  to  apply  them  in 
satisfaction  of  the  work  commitment. 

The  costs  incurred  by  a  lessee  in 
conducting  exploration  activities  are 
identical  regardless  of  the  particular 
bidding  system  under  which  a  lease  may 
be  awarded.  Therefore,  except  for 
modification  of  those  references 
applicable  solely  to  leases  issued  under 
a  net  profit  share  bidding  system,  as 
noted  above,  DOE  is  utilizing  the 
previously  established  cost  categories 
without  modification. 

Most  of  the  comments  submitted 
favored  the  continued  use  of  the  existing 
accounting  procedures.  They  recognized 
that  the  establishment  of  a  new 
accounting  system  would  lead  to 
increased  costs,  administrative  burden 
and  needless  complexity.  The  comments 
favoring  the  existing  accounting  system 
also  noted,  and  DOE  agrees,  that  the 
accounting  procedures  to  be  utilized  for 
the  variable  work  commitment  bidding 
system  underwent  extensive  public 
review  and  comment  during  the 
developmental  phase  of  the  fixed  net 
profit  share  bidding  system  regulation. 

In  addition,  the  accounting  procedures 
from  which  the  cost  categories  for  this 
regulation  are  adopted  have  been  in 
place  for  more  than  a  year.  They  have 
been  employed  in  conjunction  with  the 
fixed  net  profit  share  bidding  system 
which  has  been  used  in  several  OCS 
lease  sales,  thereby  permitting  both 
industry  and  government  to  acquire 
familiarity  with  their  provisions. 

Several  firms,  however,  requested  that 
DOE  establish  entirely  new,  or 
substantially  revise,  the  accounting 
procedures  utilized  to  identify,  measure, 
or  allocate  expenditures  allowable  in 
satisfaction  of  the  work  commitment. 
DOE  declines  to  do  this.  As  has  been 
noted,  the  established  accounting 
procedures  were  reviewed  extensively 
prior  to  their  issuance  and  DOE  remains 
convinced  that  they  accurately  reflect 
the  cost  associated  with  OCS 
operations.  For  these  reasons  and  others 
discussed  more  fully  in  section  III.  A., 
DOE  has  declined  to  adopt  these 
suggestions. 

F.  Amelioration  of  Negative  Effects 

In  the  preamble  to  the  Notice  of 
Proposed  Rulemaking,  DOE  noted  that 
its  preliminary  analysis  indicated  that 
the  variable  work  commitment  bidding 
system  might  have  serious  negative 
effects  on  OCS  exploration  and 
development.  Specifically,  DOE  stated 
its  concern  that  the  system  might  lead  to 
the  following  ill  results:  overexploration 
of  tracts,  distortions  in  ordering  of  tract 


development;  lessened  incentives  for 
diligent  exploration;  inequitable  risk 
sharing  between  the  government  and 
lessees;  reduced  Federal  revenues;  and 
increased  administrative  burdens  for 
both  government  and  industry. 

The  question  of  how  best  to 
ameliorate  the  perceived  negative 
effects  of  this  bidding  system  attracted  a 
considerable  amount  of  attention  and 
discussion.  One  respondent  specifically 
stated  that  it  did  not  believe  that  it  was 
possible  for  DOI  to  “fine  tune”  the 
bidding  system  sufficiently  from  one 
tract  to  another  to  eliminate  the  negative 
effects  of  its  use.  Although  13  other 
respondents  offered  suggestions  for 
mitigating  the  ill  effects  of  this  bidding 
system  there  was  no  agreement  as  to 
how  best  to  mitigate  those  difficulties. 
The  comments,  however,  fell  within 
three  broad  areas  of  interest,  suggesting 
that  either  proper  tract  selection, 
selection  of  the  royalty  rate,  or  selection 
of  the  fixed  cash  bonus  could  be  used  to 
lessen  the  perceived  negative  effects  of 
this  bidding  system. 

With  regard  to  tract  selection,  several 
respondents  stated  that  use  of  the  work 
commitment  bidding  system  should  be 
limited  to  frontier  or  high  risk  areas. 

One  comment  suggested  that  it  be  used 
only  on  tracts  which  had  been  offered 
but  had  received  no  bids  in  previous 
sales.  Another  stated  that  it  should  be 
used  only  in  isolated  blocks  and  not  on 
tracts  adjacent  to  tracts  leased  under 
other  bidding  systems. 

With  respect  to  the  royalty  rates, 
several  firms  offered  suggestions  as  to 
how  the  royalty  rate  could  be  used  to 
mitigate  negative  effects  of  the  system. 
There  was,  however,  no  consensus  as  to 
what  the  rate  should  be. 

DOE's  analysis  shows  that  the  most 
promising  tool  for  limiting  the  variable 
work  commitment  bidding  system’s 
negative  effects  is  a  combination  of  tract 
selection  ( i.e .,  frontier  vs.  mature  area) 
and  tailoring  the  fixed  cash  bonus  to  the 
area  leased  (see  section  III.  B.  for  DOE’s 
analysis).  DOE's  analysis  does  not 
support  the  view  that  positive  effects 
can  be  attained  by  varying  the  royalty 
rate.  Moreover,  with  regard  to  frontier 
areas,  DOE  does  not  believe  that 
sufficient  resource  information  will  be 
available  to  DOI  at  the  time  of  an  OCS 
lease  sale  to  enable  DOI  to  use  selection 
of  tract  or  vary  the  fixed  cash  bonuses 
to  significantly  reduce  or  overcome  the 
negative  effects.  In  summary,  DOE  does 
not  believe  that  these  actions  can 
remedy  the  fundamental  flaws  inherent 
to  the  variable  work  commitment 
bidding  system. 
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III.  The  Final  Regulation 

A.  Summary  of  the  Final  Regulation 

1.  General.  This  regulation  amends  the 
regulations  in  10  CFR  Part  376  by 
establishing  the  bidding  system 
described  at  8(a)(1)(G)  of  the  OCSLA, 
which  utilizes  a  work  commitment  bid 
variable  with  a  fixed  cash  bonus,  a  fixed 
royalty,  and  an  annual  rental  payment 
for  each  tract 

As  has  been  noted  previously,  since 
Section  8(a)(7)(A)(C)  of  the  OCSLA  and 
the  accompanying  legislative  history  to 
the  OCSLAA  provide  DOE  with 
considerable  guidance  regarding  the 
work  commitment  bidding  system,  DOE 
has  certain  limitations  on  its  discretion 
to  structure  the  regulation.  DOE  has 
taken  careful  note  of  the  many  specific 
comments,  suggestions,  and  criticisms  to 
the  proposed  variable  work  commitment 
bidding  system.  The  final  regulation 
establishing  this  bidding  system, 
however,  remains  substantially  the 
same  as  the  bidding  system  originally 
issued  on  March  30, 1981.  As  previously 
discussed  in  Section  II  of  the  preamble, 
DOE  has  reviewed  the  comments 
regarding  application  of  the  system  and 
commends  those  suggestions  to  DOI  for 
its  consideration  should  this  bidding 
system  be  selected  for  use  at  some 
subsequent  date.  DOE  also  believes  that 
the  analysis  of  the  impact  of  the 
regulation  as  discussed  in  Section  III.  B. 
of  the  preamble  may  provide  DOI  with 
some  guidance  as  to  the  use  of  this 
bidding  system  as  well. 

The  variable  work  commitment 
bidding  system  involves  four 
components:  a  dollar  amount  work 
commitment  bid,  a  fixed  cash  bonus,  a 
fixed  royalty,  and  an  annual  rental.  The 
bid  variable,  the  determinant  of  lease 
award,  is  a  dollar  amount  work 
commitment,  which  obligates  the  lessee 
to  commit  either  in  cash  or  by 
performance  bond  the  stated  dollar  bid 
amount,  with  the  commitment  to  be 
satisfied  and  recouped  by  conducting 
qualifying  exploration  activities 
(§  376.110(a)(6)(i)). 

Upon  award  of  the  lease,  the 
successful  bidder  would  be  required  to 
deliver,  at  its  option,  either  a  cash 
deposit  for  the  full  amount  of  the  work 
commitment  bid  or  a  performance  bond, 
in  form  and  substance  and  with  a  surety 
satisfactory  to  the  Secretary  of  the 
Interior,  in  the  principal  amount  of  the 
work  commitment  (§  376.110(a)(6)(i)(B)). 
The  three  other  elements  of  payment 
under  this  bidding  system,  the  cash 
bonus,  the  royalty  based  on  all 
production  saved,  removed,  or  sold,  and 
the  annual  rental  would  be  fixed  at 
amounts  specified  in  the  notice  of  OCS 
lease  sale  (§  376.110(a)(6)  (ii)— (iv)). 


The  lessee  may  perform  certain 
specified  exploration  activities  that 
qualify  for  credit  against  the  work 
commitment  bid  (§  376.110(a)(6)(v)). 
However,  the  regulation  conforms  with 
the  requirement  of  §  8(a)(7)(B)  of  the 
OCSLA  that  only  50  percent  of  the  ' 
allowable  expenditures  for  the 
qualifying  exploration  activities  may  be 
applied  in  satisfaction  of  the  work 
commitment  bid  (§  376.110(a)(6)(vii)(B)). 

In  order  to  identify,  measure,  and 
allocate  such  expenditures  under  the 
work  commitment  bidding  system,  DOE 
has  adopted  without  modification 
appropriate  sections  of  existing 
accounting  procedures  that  are  codified 
at  10  CFR  Part  390  (§  376.110(a)(6)  (viii 
(A),  (CHE)). 

The  lessee,  in  conducting  such 
qualifying  exploration  activities,  may 
apply  any  allowable  expenditures  in 
satisfaction  of  the  work  commitment 
until  the  termination  of  the  period  for 
qualifying  exploration  activities.  This 
period  may  be  terminated  after  the 
occurrence  of  the  earliest  of  the 
following:  (1)  the  lessee  begins 
performing  any  of  the  activities  in  an 
approved  development  and  production 
plan;  (2)  in  the  judgment  of  the  USGS 
designated  official,  sufficent  information 
has  been  gathered  through  exploration 
activities  so  that  the  lessee  may  begin  to 
bring  the  prospect  into  commercial 
production:  (3)  the  entire  work 
commitment  has  been  satisfied;  or  (4) 
the  primary  term  of  the  lease,  or  any 
extension  thereof,  has  expired,  or  the 
lease  has  been  relinquished  (§  376.110 
(a)(6)(vi)(A)).  Expenditures  may  be 
allowable  in  satisfaction  of  the  work 
commitment  for  more  than  one  prospect 
on  a  tract  should  the  prospect  be 
sufficiently  separate  and  distinct  as  to 
require  a  separate  exploration  effort 
(|  376.110  (a)(6)(vi)(B)). 

The  Secretary  of  the  Interior  upon 
reviewing  reports  required  to  be  filed 
periodically  (§  370.110  (a)(6)(ix))  shall 
determine  the  amount  of  allowable 
expenditures  incurred  in  satisfaction  of 
the  work  commitment  and  shall  remit  to 
the  lessee  50  percent  of  the  amount  that 
may  be  applied  in  satisfaction  of  the 
work  commitment,  should  the  lessee 
have  posted  a  cash  deposit,  or  he  shall 
authorize  the  lessee  to  reduce  the 
principal  amount  of  the  performance 
bond  posted  by  the  lessee  (§  376.110 
(a)(6)(x)).  The  Secretary  of  the  Interior 
shall,  however,  prior  to  making  the 
determination  as  to  the  amount  of 
allowable  expenditures,  adjust  such 
expenditures  by  applying  an  adjustment 
factor  to  ensure  that  the  lessee  satisfies 
the  work  commitment  in  terms  of 
constant  dollars  (§  376.110  (a)(6)(viii)). 


If  the  full  work  commitment  has  not 
been  satisfied  by  the  termination  of  the 
period  for  qualifying  exploration 
activities,  the  lessee  shall  forefeit  the 
adjusted  balance  of  the  remaining  work 
commitment  or.  it  the  lessee  had  posted 
a  performance  bond,  the  adjusted 
amount  of  the  bond  shall  become  due 
and  payable  to  the  Secretary  of  the 
Interior  (§  376.110  (a)(6)(xi)). 

The  following  is  a  discussion  of  the 
comments  in  relation  to  specific  sections 
of  the  regulation,  DOE’S  reaction  to 
those  comments,  and  a  description  of 
why  and  in  what  respects  the  affected 
sections  of  the  final  regulation  conform 
to  those  in  the  proposed  regulation. 

2.  Allowable  and  Unallowable 
Expenditures.  As  discussed  previously 
in  section  II.  of  the  preamble,  DOE  has 
determined  that  several  sections  of  the 
accounting  procedures  established  for 
use  in  net  profit  share  bidding  systems 
and  codified  in  10  CFR  Part  390  are 
appropriate  for  use  in  conjunction  with 
the  variable  work  commitment  bidding 
system.  DOE  is  adopting  for  use  several 
sections  of  Part  390  that  identify  general 
cost  categories  that  are  to  be  utilized  to 
identify,  measure,  or  allocate 
expenditures  that  are  allowable  in 
satisfaction  of  the  work  commitment. 
Many  respondents  submitted  specific 
comments  related  to  the  adoption  of 
those  cost  categories.  Their  comments 
are  discussed  below. 

None  of  the  comments  submitted  took 
issue  with  DOE’s  fundamental  position 
that  the  cost  categories  identified  in  10 
CFR  Part  390  accurately  represent  those 
costs  associated  with  the  exploration  of 
an  OCS  tract  Rather,  several  of  the 
respondents  sought  to  modify  and 
expand  the  cost  categories  to  obtain 
more  favorable  treatment  in  terms  of 
those  exploration  costs  that  could  be 
applied  in  satisfaction  of  the  work 
commitment.  DOE  is  not  persuaded  by 
the  arguments  presented  and  declines  to 
modify  the  cost  categories. 

A  number  of  comments  submitted 
suggested  that  provision  be  made  in  the 
final  regulation  to  allow  general 
overhead  costs  to  be  included  in  other 
costs  that  may  be  applied  in  satisfaction 
of  the  work  commitment.  Another 
respondent  requested  that  a  percentage 
allowance  be  incorporated  into  the 
accounting  procedures  to  compensate 
for  charges  that  are  not  administrative 
overhead  but  are  direct  costs  to  the 
lessee  that  are  difficult  to  identify 
specifically  as  being  applicable  to  a 
particular  well,  lease  or  facility.  The 
OCSLA,  in  section  8(a)(7)(B), 
specifically  prohibits  the  application  of 
“the  lessee’s  general  overhead  cost” 
towards  the  .satisfaction  of  the  work 
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commitment,  and  the  final  regulation 
incorporates  that  prohibition.  A  lessee’s 
general  overhead  costs  normally 
encompass  those  costs  of  doing  business 
that  are  not  specifically  identified  or 
incurred  with  respect  to  a  particular 
operation  or  enterprise  [e.g.,  the  costs  of 
maintaining  a  place  of  business  and  of 
maintaining  corporate  scientific 
research  facilities).  The  accounting 
procedures  have,  with  considerable 
specificity,  identified  those  allowable 
expenditures  that  are  incurred  with 
respect  to  operations  on  a  particular 
OCS  tract  and  therefore  may  be  applied 
in  satisfaction  of  the  work  commitment 
to  the  extent  that  they  apply  to 
qualifying  exploration  activities.  Any 
expenditures  not  so  identifiable  are 
presumed  to  represent  general  overhead 
costs  of  doing  business  and  are  not 
allowable  in  satisfaction  of  the  work 
commitment. 

Section  8(a)(7)(B)  of  the  OCSLA  does 
require,  however,  that  the  “.  .  .  cost 
(including  employee  benefits)  of 
employees  directly  assigned  to  such 
exploration  work  .  .  .”  be  included  in 
satisfaction  of  work  commitment.  Title 
10  CFR  390.011(b)  specifically  identifies 
those  labor  costs  (including  benefits) 
that  may  be  attributed  to  a  particular 
lease  and  DOE  believes  that  the  costs 
allowed  under  that  section  represent  all 
costs  required  to  be  included  by  the 
statutory  provision  cited  above. 

Several  firms  preferred  that  DOE 
adopt  the  COPAS  standards  in  their 
entirety  in  lieu  of  the  accounting 
procedures  codified  at  10  CFR  Part  390. 
DOE  again  notes  that  the  adopted 
procedures  indeed  closely  follow 
industry  procedures  and  standards. 
Deviations  from  the  COPAS  procedures 
are  due  principally  to  either  statutory 
constraints  or  the  specific  purposes  that 
the  regulation  was  designed  to 
effectuate. 

One  comment  raised  the  issue  of  the 
potential  difficulties  associated  with  the 
allocation  of  expenditures  incurred 
during  joint  exploratory  efforts.  DOE 
does  not  believe  that  this  represents  a 
significant  barrier  to  joint  exploration 
efforts.  DOE  believes  that  the  existing 
accounting  procedures  at  10  CFR  390.014 
provide  sufficient  guidance  and  are 
adequately  specific  to  enable  firms  to 
enter  into  joint  exploratory  efforts 
without  undue  concern  about  the 
treatment  of  joint  exploration  costs. 

DOE,  however,  noted  the 
recommendations  made  and  will 
attempt  to  use  them  in  its  annual  review 
of  the  effect  of  the  use  of  alternative 
bidding  systems. 

3.  USGS  Discretion  to  Terminate  the ' 
Period  for  Qualifying  Exploration 
Activities.  DOE  received  a  considerable 


number  of  comments  relating  to  the 
termination  of  the  period  for  qualifying 
exploration  activities 
(§  376.110(a)(6)(v)).  This  particular  issue 
elicited  the  strongest  comments  from  the 
respondents.  All  but  one  comment  took 
vigorous  exception  to  the  provision 
allowing  the  USGS  designated  official 
the  discretion  to  terminate  the  period  for 
qualifying  exploration  activities  when, 
in  his  judgment,  sufficient  information 
has  been  gathered  through  exploration 
activities  so  that  the  lessee  may  begin 
activities  to  bring  the  prospect  into 
commercial  production.  Those 
respondents  taking  exception  to  this 
provision  believed  that  the  potential 
exercise  of  the  USGS  designated 
official’s  discretion  to  be  an  intrusion  by 
the  government  into  the  private  sector’s 
economic  decision  making  process  with 
all  the  attendant  problems  [e.g., 
increased  administrative  burden  and 
resultant  costs,  differing  interpretation 
of  geologic  data  possibly  leading  to 
litigation,  addition  of  another  unknown 
risk  factor  in  the  bidding  process,  etc.). 
One  respondent  contended  that 
disallowing  qualifying  expenditures 
prior  to  the  end  of  the  primary  term  of 
the  lease,  or  an  extension  thereof, 
violates  the  provisions  of  section 
8(a)(7)(B)  of  the  OCSLA  as  amended. 
DOE  notes  that  section  8(a)(7)(B)  of  the 
OCSLA  provides  that  "50  per  centum  of 
all  exploration  expenditures  .  .  . 
including  the  drilling  of  wells  sufficient 
to  determine  the  size  and  areal  extent  of 
any  newly  discovered  field  .  .  .  shall 
be  included  in  satisfaction  of  the 
commitment  ...”  (emphasis  added). 
That  section  clearly  specifies  that 
exploration  expenditures  may  be 
credited  in  satisfaction  of  the  work 
commitment  only  up  to  and  including 
the  point  at  which  the  size  and  areal 
extent  of  any  newly  discovered  field  is 
determined  by  the  drilling  of  sufficient 
exploratory  wells.  The  statutory 
limitation  of  sufficiency  obviously 
requires  that  the  government  be  able  to 
exercise  its  judgment  to  terminate  the 
period  during  which  exploration 
expenditures  may  be  applied  in 
satisfaction  of  the  work  commitment,  in 
order  to  minimize  wasteful  and 
unnecessary  exploration. 

DOE  notes  that  the  authority  granted 
to  the  Secretary  of  the  Interior  by  the 
OCSLAA  to  ensure  that  lessees  conduct 
prompt  and  efficient  exploration 
activities  is  also  clearly  reflected  in  the 
legislative  history  that  relates  to  this 
bidding  system.  It  is  clear  from  the 
legislative  history  that  Congress 
intended  the  Secretary  to  be  able  to 
prevent  the  performance  of  unnecessary 
work.  DOE  concludes,  therefore,  that  the 


Secretary  of  the  Interior  may  exercise 
his  authority  to  terminate  the  period  for 
qualifying  exploration  activities  should 
the  occasion  necessitate  it. 

DOE  is  concerned  about  the 
difficulties  that  may  be  caused  by  a 
USGS  decision  to  terminate  the  period 
for  qualifying  exploration  activities 
during  which  expenditures  may  be 
applied  in  satisfaction  of  the  work 
commitment.  However,  DOE  believes, 
as  does  the  Department  of  the  Interior, 
which  is  the  Federal  agency  responsible 
for  administering  the  OCS  program,  that 
it  is  essential  that  the  Secretary  of  the  ' 
Interior  retain  the  option  to  refuse  to 
allow  the  continued  crediting  of 
expenditures  in  satisfaction  of  the  work 
commitment  once  it  has  been 
determined  with  a  reasonable  degree  of 
certainty  that  a  commercial  deposit  has 
been  found.  DOE  is,  therefore,  retaining 
the  provision  in  the  final  regulation 
permitting  the  USGS  designated  official 
the  discretion  to  terminate  the  period  for 
qualifying  exploration  activities.  DOE 
does  not,  however,  anticipate  that  this 
situation  will  arise  frequently. 

In  a  related  issue,  one  comment 
received  suggested  that  the  term 
"prospect”  be  defined.  DOE  believes 
that  “prospect”  is  a  term  of  art,  well 
understood  by  those  engaged  in 
exploration  and  development  on  the 
OCS  and,  therefore,  requires  no  precise 
definition.  DOE  recognizes  that  when 
qualifying  exploration  activities  are 
terminated  for  a  particular  tract,  there 
may  be  additional  prospects  on  the 
same  tract  that  require  an  independent 
exploration  effort.  DOE  does  not 
believe,  based  on  the  foregoing,  that  the 
identification  of  additional  prospects 
will  be  a  significant  issue. 

Section  370.11O(a)(vi)(B)  of  the 
regulation  provides  some  flexibility  by 
allowing  the  expenditures  for 
exploration  activities  on  a  separate  and 
distinct  prospect  to  be  applied  in 
satisfaction  of  the  work  commitment,  if 
incurred  during  the  primary  term  of  the 
lease,  or  any  extension  thereof,  or  prior 
to  the  relinquishment  of  the  lease,  if  they 
are  expenditures  for  exploration 
activities  that  are  specifically 
segregable,  and  if  it  can  be 
demonstrated,  to  the  satisfaction  of  the 
USGS  designated  official,  to  require  a 
discrete  exploration  effort. 

4.  Inflation /Deflation  Adjustment 
Factor  to  Allowable  Expenditures.  DOE 
also  requested  comments  related  to  the 
incorporation  of  an  adjustment  factor  to 
allowable  expenditures  to  account  for 
changes  in  the  costs  of  OCS  exploration. 
Two  comments  supported  the  use  of 
such  an  adjustment  factor,  arguing  that 
it  will  eliminate  the  incentive  for  a 
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lessee  to  wait  until  near  the  end  of  the 
primary  term  of  the  lease  before  making 
any  investments.  The  majority  of  those 
responding  to  the  question,  however, 
opposed  it  primarily  on  the  basis  that  it 
would  further  complicate  the  accounting 
for  allowable  expenditures  and 
therefore  add  to  the  administrative 
burden.  Several  comments  stated  that 
bidders  would  merely  take  the  projected 
increase  in  operating  costs  into  account 
and  adjust  their  bids  accordingly. 

Others  indicated  that  they  believed  that 
such  a  factor  was  a  sound  concept  but 
suggested  the  use  of  other  indices.  One 
respondent  suggested  that  such  a  factor 
not  be  used  because  it  is  not  authorized 
by  the  OCSLA,  as  amended. 

DOE  has  decided  to  incorporate  an 
adjustment  factor  to  be  applied  to  the 
dollar  amount  of  allowable  expenditures 
prior  to  applying  that  amount  in 
satisfaction  of  the  work  commitment 
(§  376.11O(a)(0)(viii)).  The  work 
commitment  will,  therefore,  be  satisfied 
in  terms  of  constant  dollars.  DOE 
believes  that  this  provides  a  degree  of 
certainty  with  respect  to  the  amount  of 
exploration  that  a  lessee  undertakes  on 
a  tract  that  is  desirable  to  both  the 
government  and  to  prospective  lessees. 
As  was  mentioned  before,  DOE  received 
several  suggestions  that  different 
indices  be  used.  They,  however,  did  not 
present  any  persuasive  arguments  as  to 
why  their  proposed  indices  would  be 
better  than  the  index  originally 
proposed.  DOE  therefore  declines  to 
adopt  those  suggestions,  since  we 
remain  convinced  that  the  index 
proposed  adequately  accounts  for 
changes  in  the  cost  of  exploratory 
operations  on  the  OCS. 

The  amount  of  the  work  commitment 
bid  at  the  time  of  the  lease  sale  may  be 
viewed  as  being  an  obligation  on  the 
part  of  the  lessee  either  to  perform  a 
specified  amount  of  work,  represented 
by  the  dollar  amount  bid,  or  an 
obligation  to  remit  to  the  government 
the  unfulfilled  portion  of  that 
commitment.  In  that  Congress  intended 
use  of  this  bidding  system  to  spur 
exploration,  DOE  believes  that 
exogenous  factors,  such  as  inflation, 
should  not  be  permitted  to  reduce  the 
amount  of  exploration  conducted  by  a 
lessee  over  time.  The  application  of  such 
an  adjustment  factor  will  ensure  that  the 
government  receives  the  full  value  of  the 
bid. 

5.  Performance  Bonds  and  Payment  of 
Unfulfilled  Work  Commitment.  The 
provision  relating  to  performance  bonds 
and  payment  of  the  unfulfilled  work 
commitment  remains  basically 
unchanged  from  the  proposed  regulation 
(§  370.11O(a)(0)(xi)).  One  technical 


change  that  relates  to  the  payment  of 
the  unfulfilled  work  commitment  is 
discussed  in  paragraph  8(b)  of  this 
section  of  the  preamble.  The  issue  of  the 
performance  bond  and  its  possible  effect 
on  the  commercial  bond  market  or 
surety  industry  received  only  a 
moderate  amount  of  attention  from  the 
firms  submitting  comments,  with  only 
eleven  of  the  seventeen  comments 
received  discussing  the  issue. 

One  comment  indicated  that,  should 
small  firms  approach  the  surety 
performance  bonding  market  they  could 
have  significant  difficulty  in  obtaining  a 
bond  because  they  are  the  least  credit 
worthy,  least  certifiable,  and  least  able 
to  afford  the  premiums.  Another 
comment  suggested  that,  when  faced 
with  requests  for  sizeable  bonds,  the 
underwriters  will  require  collateral  in 
addition  to  requiring  the  firm  to 
indemnify  the  underwriter  for  any 
payments  that  may  be  made.  As  a  result, 
the  firm  will  be  paying  not  only  the  bond 
premium  but  will  also  have  its  assets 
tied  up  as  collateral.  This  situation, 
should  it  obtain,  would  have  exactly  the 
opposite  effect  on  encouraging 
competition  on  the  OCS  that  Congress 
envisaged  when  they  enacted  the 
OCSLAA  in  1978. 

The  regulation  provides  that  if,  at  the 
termination  of  the  period  for  qualifying 
exploration  activities  for  all  prospects 
on  a  tract,  the  full  dollar  amount  of  the 
work  commitment  has  not  been 
satisfied,  the  balance  of  the  work 
commitment  shall  be  paid  in  cash  to  the 
Secretary  of  the  Interior 
(§  370.11O(a)(8)(xi)).  If  the  lessee 
delivered  a  cash  deposit,  the  adjusted 
balance  shall  be  forfeited.  In  the  event 
that  the  lessee  posted  a  performance 
bond,  the  adjusted  amount  of  the  bond 
shall  be  paid  to  the  Secretary  of  the 
Interior. 

DOE  recognizes  that  the  percentage  of 
cases  in  which  all  or  a  portion  of  the 
performance  bond  amount  is  actually 
required  to  be  paid  may  be  significantly 
higher  for  performance  bonds  posted 
with  respect  to  work  commitment  leases 
than  in  more  typical  cases  of  surety 
arrangements.  This  raises  the  possibility 
that  distortions  may  arise  in  the  prices 
or  terms  and  conditions  at  which  work 
commitment  performance  bonds  are 
available  because  of  the  relatively 
higher  number  of  cases  in  which 
substantial  payments  by  the  bonding 
institution  may  be  required.  In  an  effort 
to  mitigate  any  such  distortions, 

§  378.11O(a)(0)(xi),  “Payment  of 
unsatisfied  work  commitment”,  does  not 
specify  the  party  who  must  remit  the 
payment  but  requires  only  that  the 
amount  of  the  unsatisfied  work 


commitment  remaining  on  a  lease  for 
which  a  performance  bond  has  been 
posted  be  remitted  to  the  Secretary  of 
the  Interior.  This  would  permit  either  the 
lessee  or  the  bonding  institution  to  remit 
the  payment  and,  therefore,  to  the  extent 
consistent  with  statutory  requirements, 
would  allow  a  degree  of  flexibility  in  the 
design  of  private  contractual 
arrangements  for  work  commitment 
performance  bonds. 

8.  Royalty  Rate.  DOE  also  specifically 
requested  comments  regarding  the 
establishment,  by  regulation,  of  a 
minimum  royalty  rate  for  leases  issued 
under  a  work  commitment  bidding 
system.  DOE  noted  that  this  bidding 
system  is  the  only  one  authorized  by 
Section  8(a)(1)  of  the  OCSLA  that  does 
not  specify  a  minimum  rate. 

The  respondents  who  favored 
establishment  of  a  consistent  royalty 
rate  were  evenly  divided  between  a 
18%  percent  and  12 Me  percent  minimum 
royalty  rate,  should  DOE  choose  to 
establish  a  minimum  royalty  rate.  Six  of 
the  respondents,  however,  suggested 
that  DOE  should  not  specify  a  minimum 
rate.  They  agreed  that,  since  the  OCSLA 
does  not  require  the  setting  of  a 
minimum  royalty  rate,  DOI  should  retain 
the  flexibility  to  establish  different 
royalty  rates  for  different  tracts  which 
would  be  specified  in  the  notice  of  lease 
sale.  They  argued  that  this  flexibility 
would  permit  DOI  to  tailor  royalty  rates 
to  specific  tract  characteristics,  and  in 
this  manner,  perhaps  ameliorate  some  of 
the  perceived  negative  effects  of  the 
bidding  system. 

Although  DOE  believes  that  varying 
the  royalty  rate  has  only  a  marginal 
effect  in  terms  of  mitigating  the 
perceived  negative  effects  inherent  in 
the  variable  work  commitment  bidding 
system,  a  possibility  may  exist  where, 
for  specific  tracts  within  a  region, 
varying  the  royalty  rate  may  be  useful. 
DOE  agrees  that  specification  of  a 
minimum  royalty  rate  would  deprive 
DOI  of  one  means  of  conceivably 
mitigating  certain  drawbacks  to  this 
bidding  system.  DOE  therefore  is  not 
specifying  a  minimum  royalty  rate  in 
order  to  provide  DOI  with  as  much 
flexibility  as  possible  to  attempt  to 
mitigate  the  negative  effects  of  this 
bidding  system.  “ 

7.  Other  Issues.  DOE,  in  the  Notice  of 
Proposed  Rulemaking,  also  requested 
comments  relating  to  the  following 
issues:  (1)  the  advisability  of 
establishing  specified  time  frames  for 
the  completion  of  a  fixed  percentage  of 
the  work  commitment;  and  (2)  the  effect 
that  the  50  percent  crediting  rate  would 
have  on  lessee's  exploration  behavior. 
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All  respondents  who  addressed  the 
issue  of  the  establishment  of  a  fixed 
time  frame  during  which  a  percentage  of 
the  work  commitment  must  be 
completed  argued  against  such  a 
provision.  They  contended  that  such  a 
provision  would  disrupt  orderly 
exploration  and  development  on  the 
OCS  as  a  whole  and  seriously  impinge 
upon  the  lessee's  flexibility.  The 
comments  also  indicated  that  the 
interaction  of  many  variables  largely 
beyond  the  lessee’s  control  ( e.g ., 
weather,  rig  availability,  permitting 
delays)  often  determine  the  course  and 
timing  of  exploration  and  development. 

DOE  takes  note  of  the  comments, 
agrees,  and  has  therefore  decided  not  to 
incorporate  such  a  provision  in  the  final 
regulation.  DOE  does  not  desire  to 
further  complicate  the  bidding  system  or 
add  another  element  of  uncertainty. 

DOE  wishes  to  allow  the  lessee  the 
maximum  flexibility  possible,  given  the 
constraints  of  the  statute,  to  carry  out 
the  exploration  activities  that  may  be 
credited  in  satisfaction  of  the  work 
commitment. 

With  regard  to  the  request  for 
comments  relating  to  the  effect  that  the 
crediting  rate  would  have  on 
exploration,  DOE  notes  that  although 
section  8(a)(7)(B)  of  the  OCSLA  requires 
that  a  50  percent  crediting  rate  be 
utilized,  DOE  is  authorized  by  section 
8(a)(1)(H)  to  issue  other  alternative 
bidding  systems  that  the  “.  .  .  Secretary 
determines  to  be  useful  to  accomplish 
the  purposes  and  policies  of  this  Act 
.  .  .”  Comments  submitted  in  response 
to  this  specific  question  may  assist  DOE 
in  structuring  an  OCS  bidding  system 
regulation  that  would  not  appear  to 
cause  such  deleterious  effects  in  regard 
to  exploration  behavior,  net  return  to  the 
government,  and  competition. 

The  comments  submitted  in  response 
to  the  question  generally  agreed  that  the 
level  of  exploration  would  increase  due 
to  the  50  percent  crediting  rate. 

However,  their  estimates  as  to  the 
magnitude  of  the  increase  varied.  The 
comments  generally  indicated  that  by 
varying  the  crediting  rate,  the 
government  is  varying  the  amount  of 
risk  either  party  assumes.  The  higher  the 
crediting  rate,  the  lower  the  risk  for  the 
lessee  and,  therefore,  high  crediting 
rates  create  an  incentive  for  a  lessee  to 
explore  higher  risk  or  marginal  areas. 
Therefore,  an  increase  in  exploration 
may  take  place.  Should  DOE  establish  a 
lower  crediting  rate,  one  would  expect 
less  exploration  and  also  a  reduction  in 
the  tendency  to  "overexplore".  Several 
comments,  however,  indicated  that 
varying  the  crediting  rate  would  have  no 


effect  on  the  level  of  exploration  on  the 
OCS. 

8.  Changes  to  the  Final  Regulation,  (a) 
DOE  received  one  comment  related  to 
the  reporting  requirements 
(§  376.110(a)(6)(ix))  which  suggested  that 
the  time  allowed  for  the  submission  of 
both  the  annual  report  and  the  final 
report  be  extended  by  30  and  60  days 
respectively.  The  respondent  stated  that 
the  time  extension  is  desirable  because 
of  the  late  receipt  of  vendor  invoices 
and  the  time  required  to  process  the 
invoices. 

DOE  believes  that  these  changes  will 
not  work  a  hardship  on  the  government 
and  will  provide  the  lessees  more 
flexibility  in  complying  with  the 
provision  of  this  bidding  system.  DOE  is, 
therefore,  adopting  those  suggested 
changes  and  is  incorporating  them  into 
the  final  regulation. 

(b)  DOE  has  also  made  one  technical 
change  to  §  376.110(a)(6)(xi)  (Payment  of 
Unsatisfied  Work  Commitment).  This 
paragraph,  as  originally  proposed, 
required  the  lessee  to  forfeit  the 
remaining  adjusted  balance  of  the 
unsatisfied  work  commitment  should  the 
lessee  have  delivered  a  cash  deposit 
upon  the  termination  of  the  period  for 
qualifying  exploration  activities  at  the 
time  of  the  filing  of  the  final  report.  Or,  if 
the  lessee  had  posted  a  performance 
bond,  the  adjusted  amount  of  the  bond 
became  due  and  payable  at  the  time  of 
filing  of  the  final  report. 

The  proposed  regulation  made  no 
provision  for  applying  allowable 
expenditures  that  the  lessee  might  have 
incurred  during  the  period  that  had 
elapsed  subsequent  to  the  filing  of  the 
annual  report  in  satisfaction  of  the  work 
commitment.  Although  no  comments 
were  received  relating  to  this,  DOE 
believes  that  clarification  as  to  the 
procedures  for  the  payment  of 
unsatisfied  work  commitment  is 
necessary  and  will  provide  both  DOI 
and  the  lessee  with  requisite  guidance. 
Therefore,  the  final  regulation  in 
§  376.110(a)(6)(xi)  provides  the 
following;  (1)  the  lessee  shall  file  the 
final  report  in  accordance  with 
§  376.110(a)(6)(ix)(B);  (2)  the  Secretary  of 
the  Interior  shell  (a)  review  such  reports 
and  adjust  the  allowable  expenditures 
in  accordance  with  §  376.110(a)(6)(viii), 
(b)  make  the  determination  as  to  the 
final  adjusted  work  commitment 
balance  and  (c)  notify  the  lessee  of  the 
final  adjusted  balance;  and  (3)  in  the 
event  that  full  dollar  amount  of  the  work 
commitment  not  having  been  satisfied, 
then  upon  notification  by  the  Secretary 
of  the  Interior  of  the  adjusted  balance, 
the  final  adjusted  balance  of  any  cash 
deposit  shall  be  forfeited.  If  the  lessee 
posted  a  performance  bond,  then  the 


final  adjusted  balance  of  the  bond  shall 
be  paid  to  the  Secretary  of  the  Interior 
within  30  days  of  such  notification. 

B.  Impact  of  the  Final  Regulation 

1.  Introduction.  DOE  has  analyzed  the 
potential  effects  that  use  of  this  variable 
work  commitment  bidding  system  will 
have  in  terms  of  meeting  the  principal 
objectives  of  the  OCSLAA,  i.e., 
enhancing  competition,  encouraging 
rapid  and  extensive  exploration  and 
development  of  the  OCS,  and  obtaining 
fair  market  return  to  the  government. 

In  developing  and  implementing  any 
OCS  bidding  system,  an  effort  should  be 
made  to  balance  the  competing 
objectives  of  the  OCSLAA,  which 
include  fostering  competition  and 
encouraging  more  rapid  exploration, 
development,  and  subsequent 
production.  DOE’s  analysis  indicates 
that  it  may  not  be  possible  for  this 
system  to  achieve  these  objectives  and 
also  perform  well  with  regard  to 
generating  government  revenues.  DOE’s 
analysis  does  not  indicate  that  the 
variable  work  commitment  bidding 
system  will  produce  net  revenues  equal 
to  or  greater  than  the  returns  that  the 
cash  bonus  bid-fixed  royalty  system 
would  produce  for  the  same  tract. 

For  purposes  of  this  analysis,  DOE 
has  utilized  twelve  discrete  bidding 
system  applications  (“options”)  to 
analyze  the  effects  of  use  of  the  variable 
work  commitment  bidding- system  vis-a- 
vis  the  traditional  cash  bonus  bid-fixed 
royalty  system.  There  are  three 
variables  in  the  application  of  the 
variable  work  commitment  bidding 
system  that  are  within  the  government’s 
control  and  that  may  conceivably  affect 
the  relative  performance  of  the  variable 
work  commitment  bidding  system. 

Those  variables  are:  (1)  the  level  at 
which  the  fixed  cash  bonuses  set,  (2)  the 
rate  of  royalty  to  be  paid  on  production, 
and  (3)  the  geographic  location  (hence 
relative  cost  of  development)  of  tracts. 
The  twelve  options  used  in  the  analysis 
were  devised  by  identifying  all  possible 
combinations  of  bonus,  royalty,  and 
geographic  location. 

In  order  to  establish  the  outside 
parameters  of  possible  impacts  that  this 
bidding  system  would  have  on  net 
return  to  the  government,  competition, 
and  exploration,  DOE  evaluated  the 
performance  of  the  bidding  system 
under  two  cash  bonus,  two  royalty,  and 
three  geographic  assumptions 
(variables).  The  two  cash  bonus 
assumptions  were  to  fix  the  bonus  at  80 
-  percent  and  20  percent  respectively  of 
the  cash  bonus  that  would  be  expected 
under  the  cash  bonus  bid-fixed  royalty 
system;  the  royalty  rate  assumptions 
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were  16%  percent  and  12.5  percent  of 
production;  and  the  geographic  location 
assumptions  represent  three  distinct 
cost  regions  corresponding  to  mature 
areas  ( i.e .,  Gulf  of  Mexico,  moderate 
cost  region),  less  developed  areas  [i.e., 
Central  Atlantic,  Northern  California, 
moderate  to  severe  cost  region),  and 
frontier  areas  [i.e.,  North  Atlantic,  Gulf 
of  Alaska,  etc.,  severe  cost  region).  DOE 
found,  however,  that  varying  the  royalty 
rate  had  only  a  marginal  effect  on  the 
relative  performance  of  the  variable 
work  commitment  bidding  system  and, 
therefore,  those  options  which  differ 
solely  in  the  royalty  rate  variable  will 
not  be  discussed  further  in  this  analysis. 
Table  1  outlines  the  twelve  bidding 
system  applications. 

2.  Summary.  DOE’s  analysis  has 
shown  that  general  use  of  the  variable 
work  commitment  bidding  system 
(across  all  regions  of  the  OCS)  is  not 
expected  to  achieve  any  of  the  principal 
objectives  of  the  OCSLAA  [e.g..  fair 
market  return  to  the  Federal 
government,  enhancing  competition  and 
encouraging  rapid  and  extensive 
exploration  and  development  of  the 
OCS).  This  analysis  also  indicates  that 
use  of  the  variable  work  commitment 
bidding  system  is,  in  general,  less 
desirable  than  the  use  of  the  traditional 
cash  bonus  bid-fixed  royalty  system  in 
achieving  the  objectives  outlined  in  the 
OCSLAA.  Additionally,  the  variable 
work  commitment  bidding  system,  if 
targeted  for  use  only  in  specific  regions 
[e.g..  Gulf  of  Mexico,  Beaufort  Sea,  etc.), 
is  not  expected  to  be  preferable  to  the 
traditional  cash  bonus  bid-fixed  royalty 
system  in  achieving  most  of  the 
objectives.  Although  DOE’s  analysis 
indicates  that  use  of  the  variable  work 
commitment  bidding  system  on  specific 
tracts  within  a  region  may  be  more 
successful  than  the  cash  bonus  bid-fixed 
royalty  system  in  achieving  some 
specific  objectives  [e.g.,  on  certain 
tracts,  returns  to  the  Federal  government 
may  be  higher),  DOE  believes  that  it 
would  be  difficult  if  not  impossible  for 
DOI  to  identify  those  tracts  prior  to  the 
lease  sale. 

With  respect  to  the  effect  on  revenues 
to  the  government,  use  of  the  variable 
work  commitment  bidding  system  is 
generally  less  desirable  than  the  cash 
bonus  bid-fixed  royalty  system.  On 
selected  high  cost  high  risk  tracts  in 
frontier  regions,  however,  if  the  cash 
bonus  component  of  the  bidding  system 
is  set  at  a  moderate  to  high  level,  use  of 
the  variable  work  commitment  bidding 
system  may  result  in  a  slight  increase  in 
government  revenues  over  net  return  to 
the  government  had  the  cash  bonus  bid- 
fixed  royalty  system  been  used.  This 


may  be  seen  in  example  #5  of  Table  2 
which  presents  anticipated  changes  in 
government  revenue  resulting  from  use 
of  the  variable  work  commitment 
bidding  system  as  compared  to  the  cash 
bonus  bid-fixed  royalty  system. 

However,  DOE's  analysis  indicates  that 
maximizing  net  return  to  the  government 
may  be  achieved  only  at  the  sacrifice  of 
other  important  objectives  related  to 
OCS  production.  For  example,  if  the 
fixed  cash  bonus  is  set  at  too  high  a 
level,  competition  is  likely  to  be 
reduced. 

In  evaluating  its  impact  on 
competition,  DOE’s  analysis  indicates 
that  use  of  the  variable  work 
commitment  bidding  system  in  moderate 
cost  regions  with  a  low  fixed  cash  bonus 
is  the  only  option  under  which  this 
bidding  system  may  be  likely  to  enhance 
competition.  However,  DOE  expects 
that  enhanced  competition  would  only 
be  achieved,  if  at  all,  at  the  expense  of 
net  government  revenues,  which  would 
be  reduced. 

From  the  standpoint  solely  of 
encouraging  additional  exploration  and 
development,  use  of  the  variable  work 
commitment  bidding  system  on  selected 
tracts  may  be  indicated.  Generally, 
however,  use  of  the  traditional  cash 
bonus  bid-fixed  royalty  system  was 
found  to  be  preferable  to  use  of  the 
variable  work  commitment  bidding 
system  in  achieving  this  objective. 

As  demonstrated  by  the  discussion 
above,  there  are  obvious  trade-offs 
associated  with  achieving  the  competing 
objectives  of  the  OCSLAA.  In  a 
moderate  cost  region,  for  example,  if  the 
cash  bonus  is  set  low  in  order  to 
encourage  competition,  exploration 
could  bfe  inefficient  and  wasteful,  and 
net  return  to  the  government  will  be 
reduced.  Similarly,  in  a  severe  cost 
region,  regardless  of  the  bonus,  net 
return  for  a  particular  tract  may  be 
greater  than  would  be  expected  under 
the  cash  bonus  bid-fixed  royalty  system; 
however,  competition  would  probably 
be  adversely  affected,  and  little  if  any 
additional  exploration  would  occur. 

DOE,  therefore,  concludes  that,  in  the 
event  that  the  variable  work 
commitment  bidding  system  is  used, 
careful  consideration  must  be  given  both 
to  tract  selection  and  to  an  optimal 
balancing  of  often  competing  objectives 
that  use  of  this  bidding  system  is 
intended  to  further. 

The  following  is  a  more  detailed 
discussion  of  the  results  of  DOE’s 
analysis  of  the  effects  of  the  variable 
work  commitment  bidding  system  on  net 
return  to  the  government,  competition, 
and  exploration. 

3.  Net  Return  to  the  Government. 
DOE’s  analysis  supports  the  contention 


of  the  majority  of  the  comments  to  the 
Notice  of  Proposed  Rulemaking  that  if 
the  variable  work  commitment  bidding 
system  were  to  be  used  widely  on  the 
OCS  as  a  whole,  the  net  return  to  the 
Federal  government  would  be  less  than 
if  the  cash  bonus  bid-fixed  royalty 
system  were  used.  However,  DOE's 
analysis  also  indicates  that,  if  the 
variable  work  commitment  bidding 
system  employing  a  high  fixed  cash 
bonus  is  used  on  specific  tracts  in 
frontier  areas,  return  to  the  government 
may  not  be  appreciably  less  than  if  the 
cash  bonus  bid-fixed  royalty  system 
were  used.  This  results  from  the  higher 
forfeiture  rate  anticipated  in  areas 
where  less  is  known  about  the  resource 
potential  of  tracts  prior  to  the  sale. 
However,  if  the  bidding  system  were  to 
be  used  exclusively  within  a  region,  net 
return  to  the  government  would  be 
lower. 

4.  Competition.  In  considering  the 
effect  that  the  variable  work 
commitment  bidding  system  has  on 
competition,  DOE’s  analysis  took  into 
account  the  following  indicators  of 
increased  competition: 

•  More  bids  per  tract 

•  More  tracts  receiving  bids 

•  Higher  bids 

•  More  firms  participating  in  lease 
sales. 

DOE's  analysis  indicates  that  in 
certain  cases,  on  a  tract  by  tract  basis, 
use  of  the  variable  work  commitment 
bidding  system  may  enhance 
competition.  In  moderate  cost  regions 
where  high  cash  bonus  bids  have  been 
perceived  as  representing  a  barrier  to 
entry  for  small  firms,  use  of  the  variable 
work  commitment  bidding  system  with  a 
low-fixed  cash  bonus  may  stimulate 
competition.  DOE  also  finds  that  if  this 
bidding  system  is  used  in  a  moderate 
cost  region  coupled  with  a  high  cash 
bonus,  then  the  potential  for  an  increase 
in  competition  is  marginal  at  best  The 
slight  reduction  in  the  front-end  capital 
requirements  is  not  perceived  to  be  of 
enough  significance  to  increase 
competition. 

DOE's  analysis  has  shown  that  the 
level  at  which  the  fixed  cash  bonus  is 
set  will  only  enhance  competition  for 
selected  tracts  offered  in  a  moderate 
cost  region.  However,  since  competition 
is  already  fairly  intense  in  these  regions, 
introduction  of  the  work  commitment 
bidding  system  does  not  offer  significant 
advantages  over  systems  already  in  use. 
In  both  the  moderate-to-severe  cost 
region  and  the  severe  cost  region,  DOE’s 
analysis  indicates  that  competition  will 
not  be  significantly  enhanced, 
regardless  of  the  level  at  which  the  fixed 
bonus  is  set.  Use  of  this  bidding  system. 
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in  some  circumstances  may  actually 
reduce  competition  in  moderate-to- 
severe  cost  and  severe  cost  regions, 
when  coupled  with  a  high  cash  bonus  It 
appears  that  the  major  barriers  to 
increased  competition  in  these  regions 
are:  (1)  the  cost  of  exploration,  and  (2) 
the  higher  risk  factor  involved. 

Modifying  the  fixed  cash  bonus  would 
not  affect  the  exclusionary  impact  those 
factors  have  on  increased  participation 
in  OCS  lease  sales. 

In  summary,  the  ability  of  the 
variables  work  commitment  bidding 
system  to  influence  competition 
positively  appears  to  be  negligible,  and 
in  some  circumstances  its  use  may 
actually  reduce  competition. 

5.  Exploration  and  Development.  The 
variable  work  commitment  bidding 
system  may  affect  exploration  decision 
making  in  several  respects.  First,  since 
the  bidding  system  reduces  the  level  of 
the  cash  bonus  relative  to  the  cash 
bonus  bid-fixed  royalty  system,  a 
greater  amount  of  capital  is  available  for 
exploration  activities.  Secondly,  the 
bidding  system  provides  a  50  percent 
credit  for  exploration  expenditures, 
thereby  returning  to  the  lessee  an 
amount  equal  to  50  percent  of  all 
exploration  costs,  through  reduction  of 
the  work  commitment  bid  as  exploration 
progresses.  This  credit  or  subsidy,  for 
exploration  may  have  a  positive  affect 
on  firms’  exploration  decisions  with 
regard  to  decisions  made  at  the  margin. 
For  example,  under  a  cash  bonus  bid- 
fixed  royalty  system  where  none  of  the 
exploratory  costs  are  shared  by  the 
government  a  lessee  that  has  already 
drilled  several  wells  and  analyzes  the 
projected  return  from  drilling  a  third 
well  to  be  $5  million,  with  the 
anticipated  cost  of  drilling  the  well  to  be 
$10  million,  will  probably  not  drill  the 
well.  By  comparison,  under  the  variable 
work  commitment  bidding  system,  the 
cost  to  the  lessee  of  drilling  the  same 
third  well  would  only  be  $5  million,  due 
to  the  crediting  rate  specified  by  the 
OCSLAA;  therefore,  the  lessee  might  opt 
to  drill  the  third  well. 

DOE'S  analysis  indicates  that,  due  to 
the  exploration  subsidy  effect, 
additional  exploration  may  take  place 
on  some  tracts  in  particular  cost  regions. 
In  no  case  does  DOE  anticipate  that  the 
value  of  production  from  increased 
exploration  will  equal  the  amount  of  the 
work  commitment  bid.  DOE  anticipates 
that  firms  may  view  the  work 
commitment  as  a  deferred  cash  bonus, 
and  that  at  least  a  portion  of  the  work 


commitment  bid  will  represent  what  a 
firm  would  have  bid  under  a  cash  bonus 
bidding  system  rather  than  a  real 
commitment  to  exploration. 

In  moderate  cost  regions,  which  are 
generally  mature,  known  producing 
areas,  there  is  generally  more  geologic 
information  available,  and  therefore 
somewhat  less  risk  associated  with  oil 
and  gas  exploration.  DOE's  analysis 
indicates  that,  if  the  cash  bonus  is  set  at 
a  high  level,  little  additional  exploration 
may  occur  in  these  regions.  A  high  fixed 
cash  bonus  will  reduce  the  amount  of 
the  potential  work  commitment  bid  and 
the  amount  of  capital  available  for 
initial  exploration  activities.  This  would 
reduce  the  incentive  for  the  lessee  to 
perform  exploration  beyond  what  might 
have  occurred  under  the  cash  bonus  bid- 
fixed  royalty  system,  since  a  firm’s 
decision  to  engage  in  additional 
exploration  is  based  primarily  on  the 
ratio  of  total  anticipated  cost  of  the 
lease  [i.e.,  initial  cash  bonus,  any 
forfeiture  of  the  outstanding  work 
commitment,  exploration  and 
development  costs,  royalty,  and  taxes) 
to  the  anticipated  revenues  to  be 
derived  from  production  from  the  lease. 
Should  the  anticipated  costs  exceed  the 
anticipated  revenues,  little  additional 
exploration  would  take  place. 

Setting  a  low  cash  bonus  for  some 
specific  tracts  in  a  moderate  cost  region 
may  provide  the  lessee  with  a  larger 
amount  of  capital  to  apply  to  initial 
exploration  activities.  DOE  believes, 
however,  that  moderate  cost  regions 
could  not  effectively  absorb  large 
amounts  of  exploratory  capital  since 
exploratory  costs  are  relatively  low, 
consequently,  a  strong  potential  exists 
for  wasteful  and  inefficient  exploration. 
In  a  moderate  cost  region,  DOE  believes 


that  a  subsidy  for  exploration  is  neither 
needed  nor  desirable. 

In  a  moderate-to-severe  cost  region, 
DOE  expects  a  slight  increase  in 
exploration  on  tracts  to  which  a  low 
fixed  cash  bonus  is  applied,  due  to  the 
reduction  in  risk  afforded  by  the  50 
percent  subsidization  of  exploration 
costs.  It  is  unlikely  that  additional 
exploration  would  occur  in  this  region  if 
the  cash  bonus  were  set  at  a  high  level. 

In  severe  cost  regions  [i.e.,  frontier 
regions),  exploration  costs  are  much 
higher  than  in  any  other  region  due  to 
such  factors  as  water  depth  and  severe 
weather  conditions.  Risk  and  the  high 
cost  of  exploration  are  the  principal 
deterrents  to  exploratory  activity  in 
these  areas.  Consequently,  the  reduction 
of  the  cash  bonus  from  what  would  have 
been  expected  under  the  cash  bonus 
bid-fixed  royalty  system  must  be 
substantial,  before  the  diversion  of 
capital  from  the  cash  bonus  results  in  a 
significantly  greater  level  of  exploration. 
However,  the  effective  50  percent 
government  subsidy  built  into  the 
exploration  costs  credit  may  encourage 
some  additional  exploration,  since  the 
subsidy  affects  the  marginal  revenue/ 
marginal  cost  ratio:  however,  because 
the  cost  of  exploratory  activities  in 
severe  cost  regions  is  typically  so  high, 
the  subsidy  effect  will  not,  in  all 
likelihood,  be  large  enough  significantly 
to  affect  the  marginal  revenue/marginal 
cost  ratio  of  drilling  an  additional  well. 
Therefore,  DOE  expects  to  see  little 
additional  exploration. 

DOE  believes  that,  for  the  reasons 
discussed  in  relation  to  moderate  cost 
regions,  setting  a  high  cash  bonus  would 
also  reduce  the  level  of  exploration  in 
severe  cost  regions. 


Variable  Work  Commitment 

Table  1.— Selected  Bidding  System  Options 


Optoi  No.  _ Region _ Cash  bonus1  Royally8 


1  _  1  Moderate  Coal  Region.  Indudes  GuH  of  Mexico,  South  Low - Low. 

Atlantic  and  South  Pacific. 

2  _  _ _ High _ High. 

3  _  _ _ _ Low _ High. 

4  _ _ _  _ _ _ _ .................. _ .....  High .  Low. 

5  _  2  Moderate- to-Severe  Coat  Region.  Central  Atlantic  and  Low - Low. 

North  Pacific. 

7  _  _ _ _ _ —  Low _ High. 

8  _ 3  Severe  Coat  Region.  Includes  North  Atlantic,  Gulf  of  Low -  Low. 

Alaska,  Bering  Sea,  Chukchi  Sea,  and  Arctic  Ocean. 

10 -  - High - High. 

12 _  _ High - Low. 


1  Low  Cash  Bonus— Set  at  20  percent  of  expected  bonus  under  cash  bonus  bid-fixed  royalty.  High  Cash  Bonus— Set  at  80 
percent  of  expected  bonus  under  cash  bonus  bid-fixed  royalty. 

•  Low  Royalty— Set  at  12.8  percent  of  revenues  front  production.  High  Royalty-Set  at  1SH  percent  of  revenues  from 
production. 
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Table  2.— Government  Revenues  in  the  Variable  Work  Commitment  Bidding  System  Compared 
to  the  Cash  Bonus  Bid-Fixed  Royalty  System 


Type  of  region 

Esti¬ 

mated 

cash 

bonus1 

Antici¬ 

pated 

fixed 

cash 

bonus* 

Change  in 
government 
revenues,  $x10‘ 

Change  in 

government  revenue* 

.  150 

120 

—13  to  -17 . 

_  -9  to  -11. 

2.  Moderate  Cost,  Gulf  of  Mexico . 

_  150 

25 

30 

5 

-60  to  -63 . 

-9  to  -12 . 

....  -40  to  -42. 

....  -35  to  50. 

.  10 

0 

....  +80  to  20. 

10 

2 

+50  to  80. 

•Cash  bonus  bid-fixed  royalty,  $X10& 

“Under  a  variable  work  commitment  bidding  system,  SxtO’’ 

3  As  percent  of  estimated  cash  bonus. 

IV.  Environmental  Review 

After  reviewing  this  proposed 
regulation  pursuant  to  DOE’s 
responsibilities  under  the  National 
Environmental  Policy  Act  of  1969  (Pub. 

L.  91-190,  83  Stat.  852  (42  U.S.C.  4321)), 
DOE  has  determined  that  the  proposed 
action  does  not  constitute  a  major 
Federal  action  significantly  affecting  the 
quality  of  the  human  environment. 
Therefore,  DOE  has  determined  that  no 
environmental  impact  statement  is 
required  for  the  proposed  regulation. 

Environmental  impacts  resulting  from 
the  use  of  the  variable  work 
commitment  bidding  system  are 
expected  to  be  minimal.  There  are  two 
sources  of  potential  environmental 
impact.  Since  the  variable  work 
commitment  system  is  intended  to 
improve  economic  incentives  for 
expeditious  exploration  and 
development  of  OCS  oil  and  gas  leases, 
its  adoption  may  result  in  increased 
exploration  and  more  rapid 
development  of  OCS  tracts  leased  under 
this  bidding  system.  However,  DOE 
does  not  expect  absolute  rates  of 
activity  or  ultimate  levels  of  production 
to  fall  outside  the  range  of  those  that  are 
typically  considered  in  the 
environmental  impact  analyses  for 
specific  lease  sales  conducted  under 
conventional  leasing  systems. 
Environmental  impacts  associated  with 
using  the  variable  work  commitment 
bidding  system  will,  of  course,  be 
examined  in  the  environmental  impact 
statements  prepared  in  connection  with 
specific  lease  sales.  Potential 
environmental  impacts  resulting  from 
the  use  of  this  system  will  be  considered 
prior  to  the  selection  of  a  leasing  system 
for  tracts  in  each  sale. 

V.  Compliance  with  Executive  Order 
12291 

Subsection  8(a)(2)  of  Executive  Order 
12291,  issued  February  17, 1981  (46  FR 
13193,  February  19, 1981),  provides  an 
exemption  from  the  procedures 
prescribed  by  the  Order  whenever 
satisfying  the  terms  of  the  Order  would 


conflict  with  deadlines  imposed  by 
judicial  order.  DOE  has  determined  that, 
in  view  of  a  court  order  requiring  that 
this  final  regulation  be  issued  no  later 
than  June  30, 1981,  it  is  not  possible  to 
comply  fully  with  the  procedures  in  the 
Order  regarding  final  rules.  In 
accordance  with  the  further 
requirements  of  subsection  8(a)(2)  of 
that  Order,  DOE  has  reported  the  final 
regulation  to  the  Director  of  the  Office  of 
Management  and  Budget  with  an 
explanation  of  the  conflict. 

Although  DOE  has  determined,  in 
consultation  with  the  Director  of  the 
Office^of  Management  and  Budget,  that 
strict  compliance  with  the  procedures  in 
the  Order  is  not  possible  with  regard  to 
this  regulation,  DOE  intends  to  adhere 
to  the  requirements  of  the  Order  to  the 
extent  permitted  by  the  judicial  deadline 
of  June  30, 1981.  DOE  at  present  is 
preparing  a  Regulatory  Impact  Analysis, 
which  conforms  to  the  extent  possible 
with  the  requirements  of  subsections 
3(d)(l)(4)  of  the  Order. 

A  summary  of  DOE's  Regulatory 
Impact  Analysis  is  found  in  section  III. 

B.  of  the  preamble  to  this  regulation. 

VI.  Compliance  With  The  Regulatory 
Flexibility  Act 

The  Regulatory  Flexibility  Act  (Pub.  L 
96-354,  5  U.S.C.  601  et  seq.,  (September 
19. 1980)),  requires  Federal  agencies  to 
consider  the  impact  of  proposed 
regulations  on  small  businesses,  small 
governmental  units,  and  other  small 
entities;  to  consider  the  ability  of  small 
entities  to  comply  with  the  proposed 
regulation;  and  to  consider  less  stringent 
alternative  compliance  standards  for 
small  entities.  An  agency  is  required  to 
prepare  a  regulatory  flexibility  analysis 
to  document  its  consideration  of  these 
factors  except  in  the  situation  where  the 
agency  determines  that  a  regulation  will 
not  have  a  significant  economic  impact 
on  a  substantial  number  of  small 
entities.  In  the  preamble  to  the  proposed 
variable  work  commitment  bidding 
system  regulation  (46  FR  20522,  April  3, 
1981),  DOE  certified  that  the 
promulgation  of  this  regulation  will  not 


have  a  significant  economic  impact  on  a 
substantial  number  of  small  entities,  as 
defined  in  the  statue;  no  comments  were 
submitted  in  dispute  of  this  certification. 
Therefore,  a  regulatory  flexibility 
analysis  will  not  be  prepared. 

(Outer  Continental  Shelf  Lands  Act  ch.  345, 

67  Stat.  462  (43  U.S.C.  1331  et  seq..  1953).  as 
amended  by  Pub.  L  95-372:  Department  of 
Energy  Organization  Act,  Pub.  L  95-91, 91 
Stat.  565  (42  U.S.C.  7101  et  seq.,  1977)  E.O. 
12009,  42  FR  46267) 

In  consideration  of  the  foregoing. 
Chapter  II  of  Title  10,  Code  of  Federal 
Regulations,  is  amended  as  set  forth 
below. 

Issued  in  Washington,  D.C.,  June  30. 
1981. 

Roger  W.  A.  LeGassie, 

Acting  Assistant  Secretary  for  Fossil  Energy. 

PART  376-OUTER  CONTINENTAL 
SHELF  OIL  AND  GAS  LEASING 

Part  376  of  Chapter  II  of  Title  10,  Code 
of  Federal  Regulations,  is  amended  by 
adding  a  new  paragraph  (6)  to 
§  376.110(a),  to  read  as  follows: 

§  376.1 10  Bidding  systems. 

(а)  *  *  * 

(б)  Work  commitment  bid  based  on  a 
dollar  amount  for  exploration  with  a 
fixed  cash  bonus,  a  fixed  royalty  in 
amount  or  value  of  the  production 
saved,  removed,  or  sold,  and  an  annual 
rental. 

(i)  Work  commitment  bid. 

(A)  The  work  commitment  is  the  bid 
for  the  lease  and  is  determined  by  the 
person  submitting  the  bid.  The  bid  shall 
be  submitted  in  accordance  with 
provisions  specified  in  the  notice  of  OCS 
lease  sale.  The  work  commitment  is  the 
dollar  amount  which  the  bidder  must 
satisfy  through  either  one  or  a 
combination  of  the  following: 

(1)  Performance  of  sufficient 
qualifying  exploration  activities 
determined  in  accordance  with  the 
provisions  of  paragraph  (a)(6)  of  this 
section;  or 

(2)  In  the  event  that  sufficient 
qualifying  exploration  activities  are  not 
performed  as  provided  for  by  paragraph 
(a)(6)(i)(A)(l)  of  this  section,  by  cash 
payments  to  the  Secretary  of  the 
Interior,  as  required  by  paragraph 
(a)(6)(xi)  of  this  section. 

(B)  The  lessee,  at  its  option,  shall 
deliver  to  the  Secretary  of  the  Interior, 
upon  issuance  of  the  lease,  either 

(1)  A  cash  deposit  for  the  full  amount 
of  the  work  commitment;  or 

(2)  A  performance  bond,  in  form  and 
substance  and  with  a  surety  satisfactory 
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to  the  Secretary  of  the  Interior,  in  the 
principal  amount  of  the  work 
commitment. 

(ii)  Fixed  cash  bonus. 

The  cash  bonus  to  be  paid  by  the 
lessee  shall  be  an  amount  that  is 
specified  in  the  notice  of  OCS  lease  sale 
published  in  the  Federal  Register  and 
may  vary  from  tract  to  tract  Any 
deferment  of  the  payment  and  the 
schedule  of  payments  shall  be  included 
in  the  notice  of  OCS  lease  sale 
published  in  the  Federal  Register. 

(iii)  Fixed  royalty.  The  royalty  rate  to 
be  paid  by  the  lessee  shall  be  fixed  at  a 
percent  of  the  amount  or  value  of  the 
production  saved,  removed,  or  sold; 
shall  be  specified  in  the  notice  of  OCS 
lease  sale  published  in  the  Federal 
Register;  and  may  vary  from  tract  to 
tract. 

(iv)  Annual  rental.  The  annual  rental 
to  be  paid  by  the  lessee  shall  be  the 
amount  specified  in  the  notice  of  OCS 
lease  sale  published  in  the  Federal 
Register. 

(v)  Exploration  activities  qualifying 
for  credit  against  the  bid.  The  following 
exploration  activities  shall  qualify  as 
exploration  activities  the  allowable 
expenditures  for  which,  as  specified  in 
paragraph  (a)(6)(vii)  of  this  section,  may 
be  applied  in  satisfaction  of  the  work 
commitment: 

(A)  Geological  investigations  and 
directly  related  activities  and 
geophysical  investigations  including 
seismic,  geomagnetic,  and  gravity 
surveys,  data  processing  and 
interpretation,  exploratory  drilling,  core 
drilling,  redrilling,  and  well  completion 
or  abandonment,  including  the  drilling  of 
wells  sufficent  to  determine  the  size  and 
areal  extent  of  any  newly  discovered 
field,  and  including  the  cost  of 
mobilzation  and  demobilization  of 
drilling  equipment. 

(B)  Any  other  activities  as  specified  in 
the  approved  exploration  plan,  filed  in 
accordance  with  30  CFR  §  250.34-1,  and 
approved  by  the  USGS  designated 
official. 

(vi)  Termination  of  the  period  for 
qualifying  exploration  activities.  (A) 
Expenditures  incurred  in  performing 
qualifying  exploration  activities,  as 
specified  in  paragraph  (a)(6)(v)  of  this 
section,  for  any  prospect  on  a  lease 
issued  under  paragraph  (a}(6)  of  this 
section,  shall  not  be  applied  in 
satisfaction  of  the  work  commitment 
after  the  occurrence  of  the  earliest  of  the 
following  events: 

(1)  The  lessee  begins  performing  any 
of  the  activites  described  in  an 
approved  development  and  production 
plan,  as  specified  in  30  CFR  250.34-2, 
applicable  to  that  prospect  and  lease; 


(2)  In  the  judgment  of  the  USGS 
designated  official,  sufficient 
information  has  been  gathered  through 
exploration  activities  so  that  the  lessee 
may  begin  activities  to  bring  the 
prospect  into  commercial  production; 

(3)  The  entire  amount  of  the  work 
commitment  is  satisfied  in  accordance 
with  the  provisions  of  paragraph  (a)(6)(i) 
of  this  section;  or 

(4)  The  primary  term  of  the  lease,  or 
any  extension  thereof,  has  expired  or 
the  lease  has  been  relinquished. 

(B)  Expenditures  incurred  in 
performing  qualifying  exploration 
activities  for  any  additional  prospect(s) 
may  be  allowable  in  satisfaction  of  the 
work  commitment  despite  the 
termination  of  the  period  for  qualifying 
exploration  activities  for  a  previous 
prospect  on  the  same  tract.  However, 
such  expenditures  are  only  allowable  in 
satisfaction  of  the  work  commitment  if, 
in  the  judgment  of  the  USGS  designated 
official,  any  such  additional  prospect(s) 
is  sufficiently  separate  and  distinct  as  to 
require  a  discrete  exploration  effort. 

(vii)  Allowable  and  unallowable 
expenditures. 

(A)  Expenditures  for  qualifying 
exploration  activities  specified  in 
paragraph  (a)(6)(v)  of  this  action  shall 
be  allowable  to  the  extent  that  they  are 
identified,  measured,  and  allocated  in 
accordance  with  the  provisions  of 

§§  390.011(aHn)  and  (p),  390.014,  and 
390.015  of  this  chapter. 

(B)  Fifty  percent  of  the  allowable 
expenditures  for  qualifying  exploration 
activities  specified  in  paragraph  (a)(6)(v) 
of  this  section  that  are  incurred  prior  to 
the  termination  of  the  period  for 
qualifying  exploration  activities 
specified  in  paragraph  (a)(6)(vi)  of  this 
section,  shall  be  included  in  determining 
the  satisfaction  of  the  work 
commitment. 

(C)  A  lessee’s  general  overhead  costs 
and  those  costs  identified  in  §  390.013  of 
this  chapter  shall  not  be  allowed  as 
expenditures  to  be  applied  in 
satisfaction  of  the  work  commitment. 

(D)  For  purposes  of  determining 
allowable  and  unallowable 
expenditures,  any  reference  in 

§§  390.011,  390.013,  390.014,  or  390.015  of 
this  chapter  that  would  restrict  the 
application  of  any  provision  to  a  lease 
issued  under  a  net  profit  share  bidding 
system  or  to  an  operation,  project  area, 
property,  or  tract  related  to  such  a  lease 
shall  be  deemed  a  reference  to  a  lease 
issued  under  the  work  commitment 
bidding  system  described  in  paragraph 
(a)(6)  of  this  section  or  to  an  operation, 
project  area,  property,  or  tract  related  to 
such  a  lease. 

(E)  To  the  extent  that  any  provision  of 
§§  390.011,  390.013,  390.014.  or  390.015  of 


this  chapter  specifies  a  particular 
accounting  procedure  which  relates 
solely  to  the  calculation  of  net  profits 
due  to  the  government,  rather  than  a 
mechanism  for  identifying,  measuring,  or 
allocating  costs,  such  provision  shall  not 
apply. 

(viii)  Adjustment  to  allowable 
expenditures.  (A)  Expenditures 
allowable  under  paragraph  (a)(6)(vii)  of 
this  section  shall  be  adjusted  before 
being  applied  in  satisfaction  of  the  work 
commitment. 

(B)  The  Secretary  of  the  Interior, 
concurrently  with  the  review  of  reports 
submitted  in  compliance  with 
paragraphs  (a)(6)(ix)  (A)  and  (B)  of  this 
section,  shall  adjust  such  allowable 
expenditures  by  applying  a  factor  that  is 
obtained  from  the  Producer  Prices  and 
Price  Indexes,  Oil  Field  Machinery  and 
Tools,  Commodity  Code  No.  1191, 
published  by  the  Department  of  Labor, 
Bureau  of  Labor  Statistics,  for  the 
calendar  period  corresponding  to  the 
reporting  period. 

(C)  The  procedures  for  calculating  the 
adjustment  shall  be  included  in  the 
notice  of  OCS  lease  sale  and  published 
in  the  Federal  Register. 

(ix)  Reporting  and  record  keeping 
requirements.  (A)  Each  person  holding  a 
lease  issued  under  paragraph  (a)(6)  of 
this  section  shall  file  an  annual  report 
during  the  period  beginning  with 
issuance  of  the  work  commitment  lease 
and  ending  with  the  termination  of  the 
period  for  qualifying  exploration 
activities  as  specified  in  paragraph 
(a)(6)(vi)  of  this  section.  This  report 
shall  be  submitted  not  later  than  90  days 
after  the  anniversary  date  of  the 
issuance  of  the  lease.  Such  report  shall 
list  the  allowable  exploration 
expenditures  to  be  applied  in 
satisfaction  of  the  work  cpmmitment. 

(B)  A  final  report  relating  to  the 
allowable  expenditures  shall  be  filed 
not  later  than  120  days  after  the 
termination  of  the  period  for  qualifying 
exploration  activities  as  specified  in 
paragraph  (a)(6)(vi)  of  this  section. 

(C)  For  each  report  filed  under 
paragraphs  (a)(6)(ix)  (A)  and  (B)  of  this 
section,  the  following  information  is 
required: 

(1)  The  dollar  amount  of  the  work 
commitment; 

(2)  The  dollar  amount  previously 
permitted  by  the  Secretary  of  the 
Interior  to  be  applied  in  satisfaction  of 
the  work  commitment;  and 

(3)  The  dollar  amount  and  description 
of  all  expenditures  and  credits  for 
qualifying  exploration  activities 
incurred  during  the  reporting  period. 

(D)  Reports  required  by  paragraphs 
(a)(6)(ix)  (A)  and  (B)  of  this  section  shall 
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be  filed  with  the  Director,  USGS,  either 
separately,  or  included  with  any  other 
reports  currently  required. 

(E)  Each  person  holding  a  lease  issued 
under  paragraph  (a)(6)  of  this  section 
shall  maintain  such  records  as  are 
necessary  to  establish  the  allowability 
of  expenditures  for  qualifying 
exploration  activities  specified  in 
paragraph  (a)(6)(v)  of  this  section  and 
claimed  in  satisfaction  of  the  work 
commitment.  Such  records  shall  be 
maintained  for  twelve  months  after  the 
termination  of  the  period  for  qualifying 
exploration  expenditures  as  specified  in 
paragraph  (a)(6)(vi)  of  this  section, 
except  that  nothing  in  these  regulations 
shall  limit  the  time  of  investigation  or 
the  need  to  produce  records  when  prima 
facie  evidence  of  fraud  or  willful 
misconduct  is  obtained  with  respect  to 
the  government’s  interest  in  a  lease 
issued  under  paragraph  (a)(6)  of  this 
section. 

(x)  Reduction  of  cash  deposit  or  bond. 
The  Secretary  of  the  Interior  shall 
review  the  reports  submitted  in 
compliance  with  paragraphs  (a)(6)(ix) 
(A)  and  (B)  of  this  section  and  shall 
determine  the  total  dollar  amount  of 


allowable  expenditures  incurred  during 
the  reporting  period.  Upon  making  the 
determination  that  the  lessee  has 
satisfied  any  portion  or  all  of  the  work 
commitment,  and  after  having  adjusted 
the  allowable  expenditures  in 
accordance  with  the  provisions 
contained  in  paragraph  (a)(6)(viii)  of  this 
section  and  having  determined  the 
dollar  amount  that  may  be  applied  in 
satisfaction  of  the  work  commitment, 
the  Secretary  of  the  Interior  shall,  if  the 
lessee  delivered  a  cash  deposit,  remit  to 
the  lessee  50  percent  of  such  amount  or, 
if  the  lessee  posted  a  performance  bond, 
authorize  the  lessee  to  reduce  the 
principal  amount  of  the  performance 
bond  by  50  percent  of  such  amount.  The 
dollar  amount  of  the  work  commitment 
remaining  after  subtracting  the  amount 
that  may  be  applied  in  satisfaction  of 
the  work  commitment  shall  be  the 
adjusted  balance. 

(xi)  Payment  of  unsatisfied  work 
commitment.  (A)  At  the  termination  of 
the  period  for  qualifying  exploration 
activities  for  all  prospects  on  a  tract  as 
specified  in  paragraph  (a)(6)(vi)  of  this 
section,  the  lessee  shall  file  a  final 
report  relating  to  allowable 


expenditures  in  accordance  with  the 
provisions  of  paragraph  (a)(6)(ix)(B)  of 
this  section.  The  Secretary  of  the 
Interior  shall  review  such  reports,  adjust 
the  allowable  expenditures  in 
accordance  with  the  provisions  of 
paragraph  (a)(6)(viii)  of  this  section, 
determine  the  amount  that  may  be 
applied  in  satisfaction  of  the  work 
commitment,  determine  the  final 
adjusted  balance,  and  notify  the  lessee 
of  the  final  adjusted  balance. 

(B)  If,  after  making  the  determinations 
specified  in  paragraph  (a)(6)(xi)(A)  of 
this  section,  the  full  dollar  amount  of  the 
work  commitment  has  not  been 
satisfied,  the  final  adjusted  balance 
shall  be  paid  in  cash  to  the  Secretary  of 
the  Interior.  If  the  lessee  delivered  a 
cash  deposit,  the  final  adjusted  balance 
shall  be  forfeited  at  the  time  of 
notification.  If  the  lessee  posted  a 
performance  bond,  the  final  adjusted 
balance  of  the  bond  required  by  the 
Secretary  of  the  Interior  to  be 
maintained  at  that  time  shall  be  paid  to 
the  Secretary  of  the  Interior  within  30 
days  of  such  notification. 
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AGENCY  PUBLICATION  ON  ASSIGNED  DAYS  OF  THE  WEEK 

The  following  agencies  have  agreed  to  publish  ail 
documents  on  two  assigned  days  of  the  week 
(Monday/Thursday  or  Tuesday/Friday). 

This  is  a  voluntary  program.  (See  OFR  NOTICE 

41  FR  32914,  August  6,  1976.) 
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Documents  normally  scheduled  for  publication  on  a  day  that  Day-of-the-Week  Program  Coordinator, 

will  be  a  Federal  holiday  will  be  published  the  next  work  Office  of  the  Federal  Register, 

day  following  the  holiday.  National  Archives  and  Records  Service, 

Comments  on  this  program  are  still  invited.  General  Services  Administration, 

Comments  should  be  submitted  to  the  Washington,  D.C.  20408. ' 


List  of  Public  Laws 

Last  Listing  July  6, 1981 

This  is  a  continuing  listing  of  public  bills  from  the  current  session  of 
Congress  which  have  become  Federal  laws.  The  text  of  laws  is  not 
published  in  the  Federal  Register  but  may  be  ordered  in  individual 
pamphlet  form  (referred  to  as  “slip  laws”)  from  the  Superintendent 
of  Documents,  U.S.  Government  Printing  Office,  Washington,  D.C. 
20402  (telephone  202-275-3030). 

S.  1123/Pub.  L.  97-19  To  permit  certain  funds  allocated  for  official 
expenses  of  Senators  to  be  utilized  to  procure  additional 
office  equipment  (July  6, 1981 ;  95  Stat.  103)  Price  $1.50. 

S.  1 124/Pub.  L.  97-20  To  authorize  the  Sergeant  at  Arms  and 
Doorkeeper  of  the  Senate,  subject  to  the  approval  of  the 
Committee  on  Rules  and  Administration,  to  enter  into 
contracts  which  provide  for  the  making  of  advance 
payments  for  computer  programing  services  (July  6, 1981; 
95  Stat.  104)  Price  $1 .50. 


Advance  Orders  are  now  Being 
Accepted  for  Delivery  in  About 
6  Weeks 

Code  of 

Federal 

Regulations 

Revised  as  of  April  1,  1981 


Quantity  Volume 
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